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Inflation in Relation to Economic 
Development 
E. M. Bernstein and I. G. Patel * 


HE PROCESS of economic development is exceptionally complex. 

It involves much more than the provision of mechanical equip- 
ment. It requires an attitude receptive to new fields and new methods 
of production, institutional arrangements that encourage enterprise and 
investment, and technical and managerial skills that make new methods 
of production effective. And it requires a healthy and well-trained 
labor force that can adapt itself to new methods of production. Such 
an environment cannot be created at once. It is more likely to appear 
gradually in a few sectors of the economy. Opportunities for devel- 
opment will thus be opened up, and they will be broadened as the 
country responds to development in particular fields. 


Criteria of Underdevelopment 


From the economic point of view, the most rational basis for defin- 
ing an underdeveloped country is not the degree of its industrializa- 
tion. Countries may have very low incomes from industrial produc- 
tion, but very high incomes from agricultural production. The best 
test of an underdeveloped country is its level of real income and the 
rate at which per capita real income is increasing. In short, an under- 
developed country is one in which output per capita is relatively low 
and in which productive efficiency is increasing very slowly, if at all.t 
Data on real income must, however, be interpreted with great caution. 
For one thing, money-price comparisons of real income have a large 
margin of error, as the relative prices of home goods and export-import 
goods vary greatly among countries. On changes in real income, it 


* Mr. Bernstein is Director of the Research Department. He was formerly 
Professor of Economics in the University of North Carolina and Assistant to the 
Secretary in the United States Treasury. He is the author of Money and the 
Economic System. 

Mr. Patel, economist in the Financial Problems and Policies Division, was 
educated at the University of Bombay, the University of Cambridge, and the 
Harvard Graduate School, and was formerly Professor of Economics in the 
University of Baroda. 

1In the United States and Canada, per capita real income increased by approxi- 
mately 50 per cent during the decade, 1938-48, and in the Union of South Africa 
by nearly 25 per cent. But in Egypt and India, for example, per capita real 
consumption in the postwar years has been somewhat lower than in 1938, and 
per capita real income has probably not increased since 1938. 
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should also be noted that an improvement in the terms of trade will 
be reflected in a rise in real income. Such an increase in real income, 
however, does not mean an increase in productive efficiency but a 
better market situation. 

Not every measure for economic progress requires large investment. 
In some sectors of the economy a quite moderate capital outlay can 
give favorable results in production. This is most notable in agricul- 
ture, where better selection of seed, larger use of fertilizer, greater 
efforts at pest control, and proper rotation of crops may bring a star- 
tling increase in production. Improvements in production along these 
lines depend largely on practical education through agricultural exten- 
sion services and to a much lesser extent on the availability of finance. 
The basic concept of the Point IV program is that such opportunities 
for increasing productive efficiency do exist. There are large and im- 
portant sectors of the economy, including agriculture, where economic 
development, however, will involve considerable investment in con- 
struction and equipment. In particular, large investment in transporta- 
tion, communications and power, and where necessary in irrigation 
works, may be essential before any widespread investment can be 
undertaken in agriculture and industry. 

It is characteristic of the underdeveloped countries that the resources 
they put into investment are generally a smaller proportion of their very 
much smaller national product than is true for the more highly de- 
veloped countries. Whereas about 15 to 18 per cent of the national 
income has been used in the United States and Canada for net private 
investment in recent years, less than half of this proportion is used in 
most underdeveloped countries. In India, “total home-financed invest- 
ment is now about 24 per cent of the national income.” ? Investment 
on such a scale is barely sufficient to provide the growing population 
with the minimum shelter and equipment they require. There is very 
little left for investment in projects that raise the productive efficiency 
of the country. 

An underdeveloped country is sometimes defined as one which can- 
not provide out of its home savings the resources for investment which 
it is technically capable of using and which it can profitably apply. 
This concept is hardly a practical one. By such a definition, at a time 
of world-wide inflation the entire world would consist of underde- 
veloped countries, for none of them can then provide out of savings 
the investment it is prepared to undertake. Nor is it feasible to regard 
all countries with a balance of payments deficit, and which are not 
providing savings equivalent to their investment, as underdeveloped 























2The Colombo Plan (Report of the Commonwealth Consultative Committee, 
1950, Cmd. 8080). 
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countries. It may be useful to think of Canada or Australia as nor- 
mally capital importing countries; it is confusing to think of them as 
underdeveloped countries. 


Availability of Savings 


The proportionally low level of investment in underdeveloped coun- 
tries may be due to various factors. Frequently, though not uni- 
versally, the cause of inadequate investment is the unavailability of 
savings. In many underdeveloped countries there are opportunities 
for profitable and productive investment that cannot be exploited be- 
cause savings or finance cannot be obtained. The inadequacy of 
investment is prima facie evidence that there is a deficiency of savings. 
This would ordinarily be expected in low-income countries, although 
the great inequalities in wealth found in some of them make possible 
considerable savings by the wealthy class. 

In the United States and Canada, personal savings under more or 
less noninflationary conditions may amount to about 4 to 6 per cent 
of national income, although they may amount to a considerably larger 
proportion of disposable personal incomes. Of equal or greater magni- 
tude are the business savings of corporate enterprises, which may 
amount to 5 to 8 per cent of the national income. Net private savings 
at present levels of real income and taxes amount in round figures to 
about 15 per cent of the national income in the United States and 
Canada. To this should be added the surplus (or from this should be 
subtracted the deficit) in the governmental accounts and the increase 
in the social security reserves and other governmental trust funds. The 
aggregate is the net savings of the country. The component parts of 
net savings vary considerably from year to year, but aggregate net 
savings normally form a considerable proportion of the national 
income in such high-income countries as the United States and Canada. 

Detailed and complete information about savings is not available 
for most underdeveloped countries, but scattered data indicate that 
personal savings of the nonbusiness class through savings institutions 
are generally very low. For example, in the Philippines, the average 
annual increase in time and savings deposits in the Postal Savings 
Bank and in other banks amounted to only P18 million from 1948 to 
1951 (P1=US$0.50). The average annual increase in the legal re- 
serves of insurance companies amounted to only P16 million from 
1949 to 1951. No doubt, personal savings of the nonbusiness class took 
other forms, probably the hoarding of notes and coin. In the same 
period, however, there were very large savings by the business class 
(including foreign companies), as indicated by investment in recon- 
struction and by transfers of profits abroad. 
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The amount of personal savings through savings institutions in 
underdeveloped countries with a level of income somewhat higher 
than in the Philippines may be illustrated by reference to Brazil. The 
steady inflation in that country probably tends to inhibit personal 
savings through financial institutions, currency and demand deposits 
aside. Nevertheless, considerable sums seem to have been saved by 
persons of low and moderate income. In 1949, for example, when 
national income was probably just under 200 billion cruzeiros, the 
addition to accounts in the Federal and State Savings Banks and in 
“popular” deposits and time and term deposits in commercial banks 
amounted to 4.3 billion cruzeiros (Table 1), although this includes 


TaBLeE 1. PersonaL Savincs THroucH Savincs INSTITUTIONS IN RELATION 10 
NationaL INcoME, BraziL, 1946-49 





Personal 








Personal Savings Savings as 
r —A~- . Per Cent of 
National Savings Capitaliza- Insurance Social National 
Income ? deposits? tion banks reserves security? Total Income 
< (million cruzeiros) > 





1946..... 128,610 2,828 210 393 2,144 5,575 434 
1947..... 148,050 2,994 253 393 2,407 6,047 4.08 
1948..... 169,160 2,135 322 391 2,643 5,491 3.25 
1949..... 193,710 4,291 244 368 3,572 8,475 4.38 


185 per cent of gross national product. ; 

? Federal Savings Banks, State Savings Banks of Sao Paulo and Minas Geraes 
oom 1949, only Sado Paulo), and time, term, and “popular” deposits in other 

anks. 

3 Excludes IPASE (Government Employees Fund). 

Source: International Monetary Fund compilations. 








some increase in such deposits by business firms (Cr$1=US$0.054). 
The increase in the technical reserves of the capitalization banks was 
244 million cruzeiros, and the increase in the technical reserves of the 
insurance companies was 368 million. In addition, about 3.6 billion was 
added to the assets of social security funds and institutes, except the 
Institute for Government Employees. 

These figures for Brazil are by no means typical. For savings de- 
posits, they may exaggerate the increase in true savings, because time 
and term deposits include to some extent business deposits. But even 
with allowance for this factor, the relation of personal savings through 
savings institutions is unusually high for a low-income country. This 
may be contrasted with the smaller amount of such savings in Cuba, 
where average incomes are considerably higher than in Brazil. Ac- 
cording to the report by the International Bank for Reconstruction 
and Development of its mission to Cuba, personal savings through 
savings institutions amounted to only 46 million pesos (1 peso= 
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US$1.00) in 1947 and 35 million in 1948 (Table 2). There was, un- 
doubtedly, a much greater preference for currency as a means of hold- 
ing personal savings in Cuba by the lower income groups and a prefer- 
ence for dollar assets by higher income groups. 

Obviously, these data on personal savings do not show the total 
amount of savings in the country. They exclude personal savings in- 
vested in new securities, loans on mortgage and in the erection of 
buildings, etc.; and they do not include the vastly greater sums saved 
and invested by business firms. But even when allowance is made for 
personal savings in other forms and for business savings, the fact re- 
mains that aggregate savings are very small in most underdeveloped 
countries. 


TaBLe 2. PersonaL Savincs THrovuenH Savines INstiTuTIONS IN RELATION TO 
Nationau Income, Cusa, 1945-48 




















Personal Savings 
t A ~ Personal 
Non- Savings as 
government Per Cent of 
National Savings Capitaliza- Insurance retirement National 
Income ? deposits tion banks reserves funds Total Income 
< (million pesos) > 
1945..... 1,080 13.2 03 76 8.0 29.1 2.69 
1946..... 1,269 68 08 5.6 10.0 23.2 1.83 
1947..... 1,678 18.6 25 84 16.4 459 2.74 
1948..... 1,694 73 3.5 72 16.5 34.5 2.04 





185 per cent of gross national product. 
Source: International Bank for Reconstruction and Development, Report of 
Mission to Cuba (Washington, 1951), pp. 513 and 523. 


Not only are total savings low, but personal savings are not easily 
directed into agricultural and industrial investment. New security 
issues sold to the public are of negligible importance. A considerable 
amount of savings is diverted into holding precious metals (particu- 
larly in the Far East) and dollar currency, deposits, and securities 
(particularly in Latin America). Deep-seated institutional causes hold 
down personal savings and divert them from productive investment. 
One important aspect of the problem of encouraging development is 
dealing with these institutional factors. 


Economie Process of Inflation 


Because of the inadequacy of savings and the difficulty of directing 
them into productive investment, there is a strong temptation to raise 
the level of investment by expanding bank credit—that is, by inflation. 
The rationale of such a policy is that inflation acts on each of the 
elements essential to an increase in investment. By raising profits, 
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inflation raises materially the return from investment and induces en- 
terprises to expand the scale of their operations. The expansion of 
bank credit to businessmen aaa te ke onee tenon of 
‘acquiring the initial resources for investment. At the same time, infla- 
tion transfers real income to a “saving” group, and the savings out 
of profits enable businessmen to maintain indefinitely a higher level 
pee acted These claims for the beneficial effects of inflation 6n 
development are far-reaching. They must be analyzed to see whether 
the expectations on which they are based are justified. And they must 


be tested by actual experience in underdeveloped countries to see the 
extent to which the expectations are, in practice, realized. 

















Initiating inflation 


The ordinary functioning of an economy should result in distribut- 
ing and using income in such a manner that aggregate demand for out- 
put is equivalent to the cost of producing total output, including profits 
and taxes. At times, however, the government, businessmen, or labor 
may attempt to secure a larger part of the output than would thus 
accrue to them. If other sectors are not prepared to acquiesce in this 
increase in the share of output used by any one sector, all of the sectors 
together will be trying to get more of the national output than pro- 
duction has provided. This is the basic framework for the inflation 
process, when aggregate demand for all purposes—consumption, invest- 
ment, and government—exceeds the supply of goods at current prices. 

Assume, for example, that the government wants to use more of the 
national output than the ordinary functioning of the economy pro- 
vides through taxes and loans from the public. If the government is 
insistent on securing additional resources, it will get them in one way 
or another, e.g., by issuing currency or by borrowing from the central 
bank and commercial banks. If other economic sectors—particularly 
the active sectors, business and labor—are unwilling to contract their 
investment or their consumption by the amount of these additional 
resources used by the government, an inflationary process will be 
initiated. 

Similarly, if businessmen wish to use more of the national output 
than the ordinary functioning of the economy provides through sav- 
ings out of profits and savings lent or invested by the public,’ the 
additional funds for financing a higher level of investment may then 
come from bank loans; in this way businessmen will secure the means 








3 To this should be added an amount of bank credit equal to the increase in 
real resources that the public wishes to hold as currency and deposits, unless the 
increase in cash balances is matched by an increase in foreign assets of the mone- 
tary system. 
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to acquire more resources for investment. If other sectors of the 
economy—and in effect this means labor—are unwilling to contract 
consumption by the amount of these additional resources, an infla- 
tionary process will be initiated. 

Consider, on the other hand, what would happen if labor were to 
acquiesce in a reduction of consumption and allow a shift in the share 
of total output going into investment. The initial impact toward infla- 
tion (that is, the expansion of investment) would then result in a rise 
of prices. With wages and other nonprofit incomes unchanged, the 
consumption of wage earners and other nonprofits receivers would de- 
cline. Prices would rise and total consumption would decline to the 
extent necessary to provide the additional resources that businessmen 
are using for investment. With a higher level of prices and an un- 
changed level of wages, the national income would be distributed in 
a manner that would enable businessmen to maintain, thereafter, the 
expanded scale of investment without any further rise in prices. 

If this should happen, the economy would have established a tenu- 
ous stability that might or might not be easily upset—depending very 
much on the rigidity of wages. The expansion of investment will have 
made profits high relative to what businessmen ordinarily expect. 
They may then compete with each other to expand their scale of opera- 


tions by bidding up the rate of wages. If this happens, wages may rise, | 


investment may subside, and the distribution of real income revert 
approximately to its previous pattern. The inflation will have resulted 


in a once-for-all expansion of investment. On the other hand, wages 


may be quite rigid, remaining relatively fixed despite the high profits. 
In the Philippines, for example, profits were exceptionally high in the 
period 1947-50 without apparently affecting customary wage rates. 
The index of money wages for skilled labor in Manila was 101 in 1947, 
100 in 1948, and 102 in 1949 and 1950. Prices fell gradually, however, 
as the initial cause of the expansion in investment (reconstruction) 
began to lose its force and ultimately subsided. 

Several diverse results may follow an initial expansion in invest- 
ment. One may be an initial rise in prices, relatively stable wages, an 
increase in profits and savings, and a larger scale of investment with 
stability in prices at a higher level. A second result may be an initial 
rise in prices, a later rise in wages, a decline in investment to the pre- 
expansion level, and stability in prices at a higher level. A third may 
be an initial rise in prices, a subsequent decline in investment to the 
pre-expansion level, and a fall in prices to the previous level. A fourth 
result may be an initial rise in prices, a subsequent rise in wages, a new 
expansion of credit to sustain investment, and a spiral of rising prices 
and wages. 
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Price-wage spiral 


Only the continuous inflation of a price-wage spiral is so striking as 
to be regarded unequivocally as a manifest inflation. A price-wage 
spiral is actually far less common in underdeveloped countries than is 
commonly supposed. One reason, of course, is that relatively few 
underdeveloped countries have tried to increase investment to a sig- 
nificant extent by a large expansion of bank credit. And in some of 
the countries where investment has been financed by expanding bank 
credit, the inflation manifests itself in a distorted distribution of in- 
come (i.e., high profits and rents relative to wages), some spill-over of 
the low-grade inflation into a balance of payments deficit, and mod- 
erate stability in prices relative to the prices of the United States and 
the United Kingdom. Even when prices have risen considerably in 
some underdeveloped countries, a considerable part of the rise has been 
a consequence of higher export and import prices, the rise in domestic 
prices and wages being an essential means of distributing throughout 
the economy the real benefits of an improvement in the terms of trade. 

As pointed out above, the process of continuous inflation depends 
on the resistance of one sector in the economy to a reduction in its 
share of the national output and the insistence of another sector on 
an increase in its share of the national output. Thus, when prices rise, 
real wages fall. If labor recognizes and resists this change in real 
wages, it will insist on an equivalent rise in wage rates. Businessmen 
will be in a position to meet the wage demands because profits are 
higher. But the rise in wages will necessitate a reduction in invest- 
ment, unless businessmen find a way to meet the higher wage demands 
and still maintain investment. If they have easy access to bank credit, | 
they may persist in maintaining the larger scale of investment. There | 
will then be an unresolved struggle for the distribution of the national _ 
output, each rise in prices being followed by a rise in wages, and each 
rise in wages being followed by a new rise in prices. 

Although this paper is concerned particularly with the relation of 
inflation to development, it is necessary to recognize that inflation may ( 
be initiated by the effort of any sector of the economy to secure a share © 
of the national output which is larger than would be provided by the © 
ordinary functioning of the economy. This is obvious where the gov- 
ernment acquires additional resources by the issue of currency or by 
credit from the central bank or commercial banks. It is equally true 
where labor is insistent on real wages higher than the economy can 
provide. While labor is not in the same position as business or govern- 
ment to take the initiative in securing the additional resources through 
bank credit, it may be able to exert pressure on businessmen and the 
government to yield to its wage demands. 
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Suppose, for example, that labor organizes to demand a wage higher 
than businessmen can pay without reducing profits below the level that 
would induce them to maintain the current level of employment. Busi- 
riessmen may be compelled to meet the wage demands, particularly if 
the government indicates that difficulties might arise from strikes or 
lockouts. Even then, the expected behavior of businessmen would be 
to reduce the level of employment and investment, not only because 
production would be less profitable at higher wage costs, but also be- 
cause the businessmen would be unable to finance the previous level 
of employment and investment. If, however, businessmen can secure 
credit from banks, they may pay the higher wages, mark up their 
prices, and maintain the prevailing level of employment and invest- 
ment. The expectations of labor for higher real wages will thus be 
defeated. 

The attempt to secure excessive social security benefits will have 
the same inflationary effects as expectations of excessive real wages. 
To the businessman, what matters is the cost of employing labor—wage- 
costs and social security contributions. If businessmen must make 
larger contributions to a social security system, they must either pay 
lower wages or raise prices. A rise in prices will, however, reduce real 
wages and the real value of the social security benefits. If businessmen 
can secure credit from banks to meet the higher costs, they will be 
able to mark up their prices and maintain the level of employment 
and investment. And as long as businessmen do not reduce investment, 
leaving out of account the effects of productivity and imports on the 
supply of consumer goods, real wages cannot be increased. 

The frustration of labor’s attempts to secure higher real wages in- 
evitably leads to demands for massive wage increases, 15 or 20 per 
cent at a time. The hope seems to be that a large wage increase must 
succeed in bringing about the shift in real income to labor that a small 
increase has failed to achieve. In fact, even a massive wage increase 
must fail to satisfy the expectations of labor. Any wage increase can 
result in proportionately higher real wages only if there is an increase in 
the supply of consumer goods. With a small rise in wages, this is made 
possible by reducing inventories and by allocating more exchange for 
consumer goods. In the longer run, higher real wages (apart from 
the effects of productivity on supply) require some shift in productive 
resources from investment to consumer goods industries. 

Labor occupies a key role in the inflation process, for it is labor’s 
insistence on a certain level of real wages that is an essential part of 
the continuous rise in prices. This does not in any sense imply that 
labor’s excessive expectations of real wages and social security benefits 
are always or even often the cause of the price-wage spiral. It may 
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very well be that the steady demand for higher wages which business- 
men have steadily met—and also steadily offset—by higher prices is 
no more than an attempt by labor to defend its interest in an equitable 
distribution of the national output. In considering the possibility of 
directing more real resources into development, one point to be kept 
in mind is that the acquiescence of labor is required. Otherwise, the 
stimulation of development will initiate a continuous inflation through 
a price-wage spiral. 


Role of the monetary system 


A continuous rise in prices could not occur unless some means were 
found to finance the prevailing scale of production at the higher level 
of prices and costs. At any given time, the public holds an amount 
of money (currency plus deposits) that is in general adequate to 
finance production, consumption, and investment. A rise in prices and 
wages reduces the liquidity of the public and for this reason tends to 
bring the inflation process to a halt. That is not to say, of course, that 
prices and wages cannot rise at all unless the amount of money is 
expanded. Clearly, there is some flexibility in the capacity of the pub- 
lic to adjust itself to variations in liquidity; but this flexibility is 
limited and the limit can ordinarily be quickly approached if prices 
and wages rise while the money supply is unchanged. 

Labor could, of course, press for higher wages even if the money 
supply did not expand, and might actually secure higher wages under 
such conditions. But businessmen might have difficulty in financing 
the same level of employment and production at higher costs. And 
even if it were possible to finance the same level of employment, pro- 
duction, and investment with a moderate rise in prices and wages, it 
would be quite impossible to do so with a substantial and continuous 
rise in prices and wages. Under such conditions, the rise in wages would 
soon compel some curtailment of employment, production, and invest- 
ment. Prices would rise less than costs. The inflation process would 
come to an end. It is only the steady expansion of the money supply 
that permits the price-wage spiral to continue. 

The money supply is seldom expanded through the simple procedure 
of issuing currency, even when the government is itself the initiating 
factor in inflation. With modern budgetary procedures, the process is 
likely to be different in form if not in substance. The budget authorizes 
spending in excess of tax revenues. The deficit must be covered by 
borrowing. As the public is unwilling or unable to provide loans equiv- 


alent to the deficit, the government must have recourse to the banks. 
The banks themselves are limited in their capacity to lend to the 
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government, even if they are willing, for the loans to the government 
will increase deposits which will be partly withdrawn in the form of 
currency. In any case, the larger volume of deposits will compel the 
banks to hold larger reserves, either to meet legal requirements or to 
meet their legitimate needs for vault cash and clearing funds. The 
banks, therefore, can lend only limited amounts to the government 
(and then only by holding down their loans to business) unless they 
can obtain additional resources. 

The central bank is in a position either to facilitate or to halt this 
expansion. Unless it provides reserves for the banking system, the 
loans to the government must stop. It can facilitate the expansion, 
however, by lending directly to the government, which will have some 
effect in strengthening the free reserves of the banks, or by lending to 
the banks through rediscounts or advances (or by purchase of their 
holdings of government obligations), which will strengthen the free 
reserves of the banks to the full extent of these operations. As the 
banks secure free reserves, they are able to acquire currency and to 
meet their needs for cash withdrawals, clearings, and legal reserve 
requirements, if any. In the last analysis, the central bank must be 
a party to the inflation process. 

The central bank may be, although generally it is not, hampered in 
facilitating expansion by more or less formal restraints on the issue 
of currency and the extension of credit. Limitations on the note issue 
by means of reserve requirements of gold or foreign exchange are, how- 
ever, easily changed or suspended. The more practical limitation im- 
posed by inability to meet a balance of payments deficit can be over- 
come by exchange and import restrictions. Limitations on direct or 
indirect lending to the government can be overcome by open market 
operations in which the central bank buys securities previously issued, 
or by advances to the banks or the public on the basis of securities. 
Mechanical devices for restraining credit are completely ineffective 
where the monetary authorities are not determined to check expansion 
as a matter of policy. 

The ease with which the monetary system can be used to provide 
additional resources for the government is clear enough. In fact, it is 
equally easy for business to use the monetary system in this way, if 
the monetary authorities acquiesce in such a policy. For businessmen 
may borrow from the banks, the banks borrow from the central bank 
by rediscounting commercial, industrial, or agricultural paper, and the 
central bank in turn issue currency to the extent demanded by such 
a policy. The proof that this may happen is that it does happen. It 
may happen because the monetary authorities have inadequate power 
to refuse rediscounts, because the monetary authorities are of the 
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opinion that “credit for productive purposes” is not inflationary, or 
because the monetary authorities believe that credit expansion will 
serve a useful social-economic end, by encouraging investment or by 
financing production in the face of rising costs. 

The role of the banks in such an inflation process may be active or 
passive. It is active if the banks press the expansion of credit with a 
view to increasing banking profits; they may offer businessmen easy 
credit and attractive terms, replenishing their lending power by resort 
to the central bank for rediscounts and advances. On the other hand, 
the banks’ role is passive if they resist the expansion of credit but suc- 
cumb to the insistence of the government or the monetary authorities 
that credit should be expanded to help the government or to avoid the 
social consequences of strikes or unemployment. 

As a practical matter, it is difficult to distinguish between the banks’ 
active and their passive participation in any credit expansion. Some 
banks are always prepared to extend credit and to press their access 
to the facilities of the central bank to the limit permitted. If some 
banks do this, others, even if they are fearful of the effect of such 
action on inflation, may feel impelled to keep in step in order to retain 
their customers and maintain their relative position in the banking 
system. 

In the end, the monetary authorities are the ones that. bear the re- 
sponsibility for a continuous inflation. They alone have the power to 
limit credit expansion. In a very real sense, they make credit policy, 
even if the policy is one of indifference to the manner in which the 
inflation is fed by a steady expansion of credit. This expansion of 
credit is the key to the price-wage spiral. Without a steady addition 
to the money supply the spiral would come to a halt. The parallel 
movements of an expanding money supply and rising prices, wherever 
there has been a large and continuous inflation, are evidence of the 
important role of credit in this process. 


Effects of Inflation on Saving and Investment 


It is generally agreed that inflation causes certain social injustices 
and gives rise to various economic evils. There are many persons, 
however, not only businessmen but economists, who argue that in an 
underdeveloped country inflation is necessary, and even indispensable, 
for providing the saving and investment which allows the economy to 
progress. The social and economic costs of an inflation (which are dis- 
cussed in the next section) are alleged to be a small price to pay for 
economic progress. This is a question that can be resolved only by 
seeing in particular cases what is accomplished by an investment in- 
flation and what its consequences are. 
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The ideal case of credit expansion to finance investment is a modifi- 
cation of the case presented by the industrial countries during the de- 
pression of the 1930’s. When unemployment is severe, investment in 
public works permits the use of labor and productive capacity that 
would otherwise be idle. The increase in investment involves no re- 
duction in aggregate consumption, although there may be some small 
shift of consumption from those who were previously employed to those 
who are newly employed, if the expansion of production of consumer 
goods lags and prices rise. 

In underdeveloped countries, labor is not, strictly speaking, unem- 
ployed, but it may be engaged in low output work. This is likely in 
countries where work opportunities are limited and inefficient agricul- 
tural production is carried on by excessive application of labor. A shift 
of labor from such ineffective employment into investment fields would 
presumably reduce the supply of consumer goods very little. The in- 
comes of the new workers in the investment sector would be higher 
than formerly. Prices would rise primarily because of the increase in 
incomes, and secondarily because of the reduction in the supply of con- 
sumer goods. Real income would be shifted from other workers to the 
new workers in the investment sector. 

Every rise in prices involves a shift in real income from consumers 
generally to recipients of profits. In the ideal case given above, the 
transfer of relatively ineffective labor to the investment sector would 
improve the market for labor in all fields by creating new work oppor- 
tunities, and this might moderate the shift in real income. The effort 
to retain the working force in other fields might lead to a general rise 
in wages at the expense of profits and rents. Even in the short run, 
it is possible, although not likely, that aggregate consumption of 
workers might be maintained despite a slight reduction of output of 
consumer goods. In a longer period, after investment has begun to 
affect output, there would be a larger supply of consumer goods and 
a rise in real income. By raising productivity, the new investment 
would affect the trend of real wages, quite apart from the temporary 
impact on the relation of incomes to available supplies, which might 
for a time keep real wages below the trend. 

This is the ideal case. It cannot be regarded as the universal or even 
the general case. The ideal case is most likely to be approximated 
where new investment starts from an exceptionally low level, where 
it involves a very moderate amount of investment, and where it is 
directed toward increasing production of consumer goods (preferably 
those used by wage earners). Investment will then have the greatest 
impact on the trend of real wages and the least impact on shifting in- 
come. Investment in irrigation projects, which would open new land 
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to cultivation and increase output of food, or investment in textile 
mills, which would provide new work opportunities and increase out- 
put of cloth, will have a much more favorable effect on the trend of 
real wages than investment in the construction of luxury apartments 
or the accumulation of inventories. 

It cannot be assumed that, when large credits are extended by banks 
to businessmen, the volume of investment is increased by a corres- 
ponding amount. The investment financed through bank credit is 
alwavs offset somewhat by a decrease in the investment financed out 
of the savings of the nonprofits receiving group. When prices rise and 
the real incomes of some groups fall, those groups attempt to main- 
tain their consumption by reducing their current savings. If the pres- 
sure on the real incomes of part of the saving groups becomes very 
great, as it may after prolonged inflation, such groups may even draw 
on previous savings to protect their standard of living. 

It is sometimes said that inflation will not have an adverse effect on 
the total savings of the nonprofits receiving group because it will compel 
some saving by the public to restore or maintain the real value of the 
cash balances they hold to finance consumption. This may not be 
large, in real terms, if the public lets the real value of cash balances 
decline, as it may, in response to the inflation. In an environment of 
monetary stability, the public will ordinarily do some saving in the 
form of additions to cash balances; and in an underdeveloped country 
which is expanding, this may not be inconsiderable. The growth in 
national output will necessitate larger cash holdings of the public, and 
this need will be greater as the money sector of the economy tends to 
grow relative to the subsistence sector. 

Nevertheless, savings in the form of additions to cash balances, in 
real terms, will be greater under inflationary than under stable con- 
ditions. This is certain to be offset, however, by a reduction in other 
forms of savings of the nonprofits receiving group. Furthermore, the 
liquidation of some types of previous savings by this group provides 
profits receivers with a means of using their savings without undertak- 
ing new investment. The net effect of inflation on saving and investment 
may be quite small. Whereas under fairly stable monetary conditions, 
the savings and net investment in an underdeveloped country might 
amount to, say, 6 per cent of the national income, under inflationary 
conditions, even with the increased savings out of profits, savings and 
net investment are not likely to exceed, say, 8 per cent of the national 
income. 

Data on savings and investment for a considerable period are not 
available for any underdeveloped country. Therefore, it is not pos- 
sible to show what the relation of investment to gross national product 
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has been in periods of stability compared with periods of inflation. 
However, data of varying degrees of reliability are available on in- 
vestment during the postwar period in Brazil, Colombia, and Chile, 
countries in which there has been a very considerable expansion of 
bank credit. For Brazil, the ratio of gross investment to gross na- 
tional product (not including changes in inventories) averaged less 
than 10 per cent from 1946 to 1948 (Table 3). For Colombia the aver- 
age was a little over 12 per cent, and for Chile roughly 11 per cent, in 
the same period. These figures, however, are not strictly comparable, 
because of differences in the treatment of public construction and in- 
vestment in inventories. The ratio of net investment to national in- 


TasBLe 3. Gross Private INVESTMENT AS PeR CENT or Gross 
NATIONAL Propwct, 1946-48 








Country 1946 1947 1948 
APRN oso rhb Rstehios creereae wise 10.22 11.22 8.39 
GC eared cereal cere tans eolaeee 12.2 11.0 10.5 
COlOMBIB® ois. ccc ccccccsecces: 12.1 128 12.1 





1 International Monetary Fund compilations. Investment in public construction 
and inventories is excluded. 

2 International Monetary Fund compilations. Public and private gross domestic 
investment is included and changes in inventories are excluded. Operations of 
large mining companies are excluded from both gross national product and gross 
investment. 

8From United Nations, National Income Statistics, Supplement 1938-50. Only 
changes in corporate inventories are included. 


come would, of course, be lower than that of gross investment to gross 
national product. 

There is evidence that credit expansion is more likely to stimulate 
| investment in the early than in the late stages of a continuous inflation. 
The tendency for wage adjustment to keep pace with price increases is 
much more marked as the continuous rise in prices makes workers 
more alert to protect their interests. In fact, wage increases may ex- 
ceed and begin to anticipate the expected price increases. In coun- 
tries where prices have been rising steadily for many years, it is com- 
mon to find businessmen complain that profits in real terms are not 
unusually high. This in itself would indicate that investment is not 
much more than it might have been with reasonably stable prices, since 
the level of real profits under continuous inflation is closely related to 
the volume of investment. 

Despite the effort of labor to protect real wages, it would always be 
possible for businessmen to maintain a high level of investment, if 
investment seemed profitable and the banking system were prepared to 
provide whatever finance was necessary for continuing the high invest- 
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ment level. This would probably cause hyper-inflation, but it could 
be done. The fact that investment does not remain unusually high can 
probably be explained in terms of the nature of the investment en- 
couraged by inflation and the paradoxical resistance of the monetary 
system to hyper-inflation, even while it is financing a continuous 
inflation. 

‘It will be shown later that, for various reasons, inflation encourages 
investment in construction and inventories rather than investment in 
industry and agriculture. Construction of commercial buildings and 
high-priced urban housing must in time exhaust the opportunities for 
profitable investment in this form, and is likely to fall off after the in- 
flation has been in progress for some years (Table 4). Inventories also 


TaBLe 4. CoNSTRUCTION IN BraziL AND CHitg, 1941-49 





Chile: Value of 





Brazil: Volume of Construction ? as Per 
Construction 2 Cent of Gross Domestic 
Year (1946 = 100) Investment 
BPE Uiateieie: <iejsisin om ioisislaciororeis eieiar 58 29 
SDH oi5)5ic1s Sreretarersissiaieiciereesioreisl 67 31 
BED eretarafeinaiciats lar ceveioresaiecioale 53 40 
ihe) SSB Anacn cuceuenricce ac 62 44 
PEPE Lay shaisieias sal celevoistalserspsinieier ni 70 41 
RAND eaiz Bre cis cislareminioraieieisieleiortts 100 46 
1 LU CORR BR ON CONE SHeG scnacer 123 32 
BUA oiats.<usiolencisieve srclesie/iariowee 100 32 
WDA Ay sseroleraicisveloceicis @loversrsisveiorsls 90 27 





1 International Monetary Fund compilations. Based on licenses issued, lagged 
one year. 
2 International Monetary Fund compilations. 


offer a limited opportunity for investment, even with assurance of 
steadily rising prices. The cost of storing staple commodities is quite 
high, account being taken of the risks of spoilage. For finished goods, 
the risks of becoming outmoded must be taken into account. While it 
will always pay to keep unusually large inventories when there is a 
continuous inflation, the rate of accumulation of inventories must ul- 
timately decline quite sharply. 

There is no assurance that after inflation has continued for a nun- 
ber of years businessmen could finance a large volume of investment. 
The social unrest that accompanies inflation and the repugnance to the 
absolute destruction of the monetary system make the monetary au- 
thorities resist hyper-inflation even as they yield to continuous infla- 
tion. The price-wage spiral may be difficult to break, once it has begun. 
The expansion of credit to finance production and employment at a 
rising level of prices and costs may be regarded as an evil that must 
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be tolerated to avoid strikes and unemployment and widespread bank- 
ruptcies from excessive commitments by business in anticipation of 
steadily rising prices. The expansion of credit to maintain a high 
level of investment at the risk of hyper-inflation is never accepted as 
a justifiable policy. It is amazing how much attention the monetary 
authorities give to selective credit controls and to limiting credit to 
the “legitimate needs of business” after inflation has continued for 
some time. 

The futility of continuous inflation as a means of financing develop- 
ment becomes manifest in time. That is not to say that, in the struggle 
to secure more real resources, the sector initiating inflation is bound to 
fail. On the contrary, it is almost certain to succeed in some degree. It 
is even possible that in small part all of the active sectors of the econ- 
omy—business, labor, and government—will succeed in getting more 
real resources for their use under inflation conditions than the economy 
would ordinarily provide to them, because they may be able to deprive 
the inactive sector of the economy—the holders of savings in the form 
of money values—of a considerable part of the real income which that 
sector would otherwise receive from savings. It is worth noting that, 
in these days of large social security reserves, savings on behalf of 
labor represent an important part of the accumulated wealth that is ex- 
propriated to satisfy the excessive demand of one or more of the active 
sectors of the economy. 

The overpowering strength of the forces let loose by inflation to 
achieve what in fact is likely to be only a moderate increase in in- 
vestment (which could have been achieved, in large part if not entirely, 
by less aggressive means) ultimately converts continuous inflation 
into a destructive policy. A large part of any increase in investment 
will take forms that are of negligible importance in increasing agri- 
cultural and industrial production. The economy is distorted by the 
inflation so that its use of productive resources is less effective than it 
would otherwise be. And the effects of the inflation on the distribution 


of income and wealth are unhealthy and may be dangerous in coun- 
tries with low incomes. 


Keonomic and Social Costs of Investment Inflation 


The effects of a large and continuous inflation are so pervasive that 
a complete analysis of the innumerable ways in which it acts on the 
economy cannot be made in this paper. It is enough to note that every 
aspect of economic behavior is adjusted to take account of the expected 
rise in prices, to avoid the losses it entails and to share in the windfalls 
it brings. The economic and social costs of continuous inflation can 
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best be appreciated by considering the shifts of inco " 
and the distortion of investment, both of which reflect the uneconomic 
use of producti sources. 


amnion ee ak Oo 


Shift of income and wealth 


In order to increase investment under conditions of full employment, 
businessmen must bid up the prices of materials and labor needed for 
investment, using for this purpose the credit made available to them by 
banks. By offering higher prices and higher wages, they attract pro- 
ductive resources away from the consumption field into the invest- 
ment field. Prices must rise, in turn, in the consumption sector, partly 
because incomes will be higher and partly because the supply of con- 
sumer goods will be diminished. The effects on the supply of such 
goods will depend on the productivity of the labor drawn away from 
producing them and on the scale of the expanded investment. 

The rise in prices and the lag in wages, particularly in the consumer 
goods industries, will increase profits and shift real income to the 
recipients of profits. It is out of these increased profits that the addi- 
tional saving will take place, which is equivalent to the increase in 
investment that businessmen have undertaken on the basis of bank 
credit. It must not be assumed, of course, that businessmen will save 
all of the increase in their profits (in real terms), and that the shift in 
real income to profits will be precisely equal to the increase in invest- 
ment. On the contrary, some of the increase in profits will be paid in | 
faxes, some will be used to increase consumption, some will be used to | 
transfer funds abroad, and some will be used to acquire other assets | 
at home; only the remainder will provide the net addition to savings 
that is the necessary concomitant of the increase in investment. The 

| proportion of the increase in profits that remains as savings for the 
| increase in investment will determine how large a shift in real income 
is necessary to induce a given increase in investment. 

Some shift in income to profits receivers is essential to secure the 
additional investment. The smaller the shift in income relative to 
investment, the less will be the social cost that the inflation entails. 
There is no way of measuring this relationship with any certainty. 
The shift in real income would be much smaller in the United States 
than in underdeveloped countries. The high rate of corporate income 
and excess profits taxes would take a very considerable part of the 
increase in profits (in money terms) for the government. The cor- 
porate structure of business induces the management to retain some 
of the earnings as corporate savings. Finally, the highly progressive 
income tax absorbs much of the distributed profits before they are 
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spent. Since taxes are equivalent to savings, if government expendi- 
ture is not increased because of the larger tax collections, the ratio of 
savings to the rise in profits is exceptionally high. This is a major 
factor in limiting the impact of credit expansion (whether for govern- 
ment or business) on the level of prices in the United States. 

In underdeveloped countries, taxes on profits are generally much 
lower than in the United States. A far larger part of the shift in real 
income to profits emerges as disposable income for profits receivers 
and is used for purposes other than the financing of new domestic in- ° 
vestment. That is why the shift in income to profits receivers is much 
larger than the amount of additional investment undertaken by busi- 
nessmen. If two thirds of the increase in real income in the form of 
profits is used for purposes other than financing the increase in the 
volume of domestic investment, then the shift in real income will have 
to be three times the volume of additional investment financed through 
the inflation process. 

An inflation that is successful in increasing the volume of investment 
not only reduces aggregate consumption by the amount of the addi- 
tional investment, but also reduces the consumption of the public other 
than the profits receivers by a much larger amount. The additional re- 
duction of the consumption of the nonprofits receivers makes possible 
the increased consumption of the profits receivers. Nor is the reduction 
in consumption among nonprofits receivers likely to be distributed 
evenly. Apart from the fact that those living on savings and pensions 
are less able to protect their consumption standard, the incidence of the 
reduction in consumption is quite unequal even among workers. Labor 
in the inflation-favored industries may be able to secure a rise in wages 
that maintains or raises its standard of consumption. Labor in the 
inflation-penalized industries may have no means of protecting its 
standard of consumption. For example, in Brazil, the rise in wages 
in the construction industry enabled the workers there to secure a sub- 
stantial improvement in their economic position relative to that of 
other workers. 

As pointed out above, the savings that businessmen are induced to 
undertake out of their inflated profits do not represent in their entirety 
a net increase in real savings. In the absence of inflation, there would 
have been some voluntary savings, however small. With inflation, 
some voluntary savings will cease because it no longer pays to hold 
savings in the form of money assets and because the real income of 
some savers will be reduced. To the extent that businessmen provide 
savings out of profits equivalent to the reduction in savings by other 
sectors of the economy, there is no net increase in investment. There 
is simply a shift in the ownership of such investment from the gen- 
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eral public to the profits receivers. The ownership of wealth becomes 
more concentrated. 

This concentration is not confined to the newly created wealth. 
While new saving in the form of money assets is discouraged by the 
depreciation of purchasing power, other savers may even attempt to 
protect their standard of consumption by liquidating past savings. 
The public as a whole cannot succeed in getting more consumption in 
this way. Those who liquidate past savings will succeed in protecting 
their standard of consumption only at the expense of other consumers 
who are not profits receivers. As far as profits receivers are concerned, 
this process of dis-saving merely assures them that the ownership of 
both new and old wealth will come to them in larger part. 

The public thus pays an extremely high price for investment financed 
' by inflation. The net increase in investment is bound to be less than 
' the investment financed by inflationary devices. The general public 
gives up consumption to the extent of some multiple—say, for example, 
three times—of the amount of the investment financed in this way. 
Of the shift of income to businessmen, two thirds has no other eco- 
nomic function than to be large enough to induce them to save one 
third of the increase in their profits. Beyond this increase in the con- 
sumption of the profits receivers at the cost of the general public, busi- 
nessmen become the proprietors of the investment goods that emerge 
and of some of the old wealth as well. 


Form of investment 


The form of the investment induced by inflation is as significant as 
its aggregate amount. The only justification for submitting an econ- 
omy to the strains and distortions of inflation in order to raise the 
scale of investment is that a higher level of production and a rise in 
the standard of living will be made possible. If all investment under- 
taken by inflationary devices had this effect, the economic cost of the 
inflation might be regarded as worth bearing, even though it might be 
excessive. The rest of the public would be compelled to consume less, 
and the reduction of their consumption would to some extent become 
embodied in investment goods owned by businessmen. While the 
private benefits of the ownership of investment would go to the busi- 
nessmen, the social benefits of the use of investment, in the form of 
greater productivity, would ultimately go to labor and the public gen- 
erally. And these latter benefits of investment are invariably larger, 
at least after the inflation has been brought to a halt. Under stable 
conditions, a diminishing part of the increased output consequent upon 
production with more capital equipment will be distributed as interest 
or dividends, and a larger part as higher wages. 
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Not all investment contributes in equal degree to the attainment of 
increased production and higher standards of living. Continuous infla- 
tion, in fact, usually induces the wrong kind of investment. When the 
investment is of a type that increases the demand for labor, and in- 
creases the supply of goods for consumption by the lower income 
groups, its use (social) benefits are high. Such investment tends to 
raise wages relative to other incomes and to hold down the cost of liv- 
ing relative to other prices. Investment in industry and in agriculture 
is notably of this type. On the other hand, when the investment is 
of a type that offers large profits, including capital gains, its owner- 
ship (private) benefits are high. Investment in holding foreign assets 
is of this type. In fact, any investment in holding wealth rather than 
using it is likely to involve a high degree of ownership benefits and 
a low degree of use benefits. 

The businessman is concerned primarily with the ownership bene- 
fits—profits and capital gains—rather than the use benefits. Under 
stable conditions, this distinction is of small consequence, because the 
field of profitable investment where the use benefits are relatively low 
and the ownership benefits are relatively high is quite circumscribed. 
However, the windfall profits and capital gains of inflation broaden 
very considerably the scope of profitable investment where the use 
benefits are low and the ownership benefits are high. Three such fields 
of investment are inventories, some types of construction, and foreign 
assets. 

One characteristic of inflation is that cash accumulations and fixed 
money assets depreciate in real value, and therefore the holding of 
such forms of wealth is avoided. It takes foresight and enterprise to 
undertake and manage well-conceived investment in agriculture and 
industry. A businessman who is accumulating cash from inflation 
profits may find that the opportunity for expansion in his own busi- 
ness is limited, and he may have neither the facilities nor the inclina- 
tion for investment in other business. For such businessmen, and 
particularly for merchants, the accumulation of inventories is an at- 
tractive investment. Prices are bound to rise, supplies are likely to 
be more difficult to get, especially import goods, and inventories, within 
limits, can always be liquidated if necessary or used as collateral for 
bank credit. They are, for this reason, a favored type of investment. 

Another form of investment likely to be abnormally expanded under 
the impact of inflation is real estate investment, particularly in the 
form of high-priced apartments and elaborate commercial buildings. 
In some underdeveloped countries, great prestige is attached to the 
ownership of real estate. There is, further, the mistaken view that no 
special capacity is needed to manage real estate investment. Profes- 
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sional people and beneficiaries of inflation profits, with limited op- 
portunity for investment in an operating enterprise, are likely to be 
attracted by real estate investment with its sure appreciation of the 
money value of investment. The fact that lending institutions regard 
real estate as very secure collateral adds materially to the attractive- 
ness of this form of investment. In the Philippines, a secured bank 
loan almost invariably means a loan with real estate collateral. 

Finally, the ownership of foreign assets (including gold) is a form 
of holding wealth which may become extremely profitable. Where 
continuous inflation leads to an expectation of exchange depreciation, 
there is a strong temptation to hold some assets in the form of foreign 
funds. The inducement to hold some investment in this form is much 
greater when inflation involves rapid adjustment in wages, so that the 
real level of profits may be little higher than it would be under con- 
ditions of monetary stability. Funds transferred abroad prior to de- 
valuation may yield enormous ownership benefits. The use benefits 
of such investment are zero. 

It is not, however, merely through the incentive given to forms of 
investment which approach the pure holding of wealth that the pattern 
of investment encouraged by continuous inflation is unsatisfactory. 
The fields in which investment is most likely to be best suited to the 
economies of underdeveloped countries are the consumer goods indus- 
tries and the export industries. Yet the low-income consumer goods 
industries are the ones that are penalized by the inflation which 
shifts income to profits receivers. Furthermore, the illusion that infla- 
tion can be held down by price control often leads to the maintenance 
of unprofitably low prices on home-produced foodstuffs and the im- 
port of foodstuffs at exchange rates which are in effect subsidies. Simi- 
larly, the export industries in which the country has special advantages 
may be held down by an overvalued currency—the inevitable con- 
comitant of continuous inflation. Thus, investment is discouraged in 
the fields which have the highest use benefits. And even where invest- 
ment in production is encouraged by inflation, it is likely to be exces- 
sively concentrated in the field of luxury consumer goods, the imports 
of which are sharply curtailed by import and exchange controls, and 
which the economy is not well suited to produce. 


Process of Stabilization 


A socially and economically sound program of development requires 
a much more efficient means of building up productive capital than 
is provided by continuous inflation. The first step in securing such a 
program is to restore economic stability—that is, to end the inflation. 
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There is a widespread, but mistaken, view that the only way to re- 
store stability is by increasing production. This argument is frequently 
offered as a justification for an expansion of credit for “productive 
purposes”—that is, for further inflation as a means to stability. It is 
a delusion to expect an inflation economy to be stabilized merely by 
sitting back and waiting for economic progress. An economy with con- 
tinuous inflation is engaged in a struggle between conflicting sectors 
for shares of the national output. The way to stop the inflation is to 
stop the struggle; and that requires positive action, not merely a 
passive attitude. 

Stabilization after long-continued inflation is a painful process, be- 
cause inflation has induced a pattern of behavior based on the expecta- 
tion that prices will continue to rise. If, for some reason, the inflation 
is stopped abruptly, there may be a stabilization crisis. This means 
that investment undertaken in the expectation of rising prices will no 
longer prove profitable. It means that stocks of goods accumulated 
in the expectation of rising prices are no longer worth holding. 

Even where a stabilization crisis can be avoided, the process of 
stabilization may bring a cash crisis. In every long-continued infla- 
tion, the wise businessman or consumer keeps himself short of cash. 
When prices are no longer rising at the expected rate, the desire to 
hold cash increases. If the banking system is no longer expanding 
credit, the public cannot increase its cash holdings to the extent de- 
sired and there may be a crisis. A cash crisis can be avoided, however, 
by gradually adjusting the supply of money to the amount suitable 
to stable conditions. 

The process of stabilization following an inflation involves much 
more than merely preventing a further expansion in the money supply 
and a further rise in prices. Inflation will have distorted the relative 
prices of different sectors of the economy and the relative incomes of 
the different factors of production. It will have brought about major 
changes in the use of productive resources by different sectors of the 
economy. The process of stabilization must involve correction of these 
price and income distortions, for otherwise the continued imbalance 
will generate new elements of instability. The new pattern of relative 
prices and the new distribution of income must induce such use of 
productive resources by different sectors of the economy as will be 
consistent with the maintenance of stability. 


Correction of price distortion 


The price distortion incident to inflation involves relatively high 
prices in the inflation-favored sectors and relatively low prices in the 
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inflation-penalized sectors. The inflation-favored sectors may be 
broadly defined as the construction industry, the industries that pro- 
duce luxury consumption goods, and, under certain conditions, the im- 
port group. The inflation-penalized sectors may be broadly defined 
as the industries that produce consumer goods for wage earners. Under 
certain conditions, as for example with price control, the agricultural 
sector, which produces the most distinctive consumption goods, may 
be very adversely affected by inflation. And if the exchange rate is 
fixed, and has not been depreciated, the export sector may be seriously 
penalized by the rise in domestic costs relative to foreign prices. 

Prices in the sectors most favored by inflation will have to be brought 
down sufficiently to eliminate inflation profits. Since resources must 
be drawn away from these sectors, their prices will have to be lowered 
relative to the prices of the inflation-penalized sectors. Because the 
termination of inflation will in any case place severe pressure on these 
sectors, the adjustment in relative prices should not be brought about 
by measures that induce too much deflation. The level of costs in the 
inflation-favored industries presents a more or less firm limit to the 
reduction of prices in these sectors. The remainder of the adjustment 
in relative prices is probably better achieved by a rise in prices in the 
inflation-penalized sectors. The precise methods by which this should 
be accomplished will depend on the individual position of each infla- 
tion-penalized sector. 

First, there may be an inflation-penalized sector which produces 
essential consumer goods, whose prices have been kept down by direct 
controls. The removal of price controls will result in some initial rise 
in the prices of these goods. If the demand is inelastic (in terms of 
price and wage incomes), there may for a time be a tendency toward 
an excessive rise in prices, and this tendency will be reinforced as 
wage adjustments are made. The reason for the excessive upward pres- 
sure on prices in this sector is that output will have been reduced 
below the amount suitable to a stable economy. 

Second, there may be an inflation-penalized sector which produces 
consumer goods for low-income groups for which demand is relatively 
elastic in terms of wage incomes. Prices and output in this sector will 
have been depressed by the shift in real income away from wage 
earners. The expansion of production and the emergence of more 
remunerative prices in this sector will be a slower process. In general, 
the rise in prices will follow the income readjustments that are 
discussed below. 

Third, in a country with a fixed exchange rate there may be an 
inflation-penalized sector producing goods for export, for which ex- 
change proceeds are converted into local currency at a rate of ex- 
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change that overvalues the local currency. There may also be an 
inflation-penalized sector producing goods which compete with imports 
paid for at a too favorable rate of exchange, provided that demand for 
imports of this kind is reasonably met despite exchange and import 
restrictions. For these sectors, it may not be possible to secure the 
necessary adjustment of prices to costs without a change in the 
exchange rate. 

The changes in relative prices which are part of the process of 
stabilization are necessary for two reasons: First, they permit the 
shifting of income from the inflation-favored to the inflation-penalized 
sectors and from profits receivers to other income recipients; second, 
they are indispensable for the proper apportionment of resources to 
each sector of production on a basis suited to stable economic condi- 
tions. When the changes in relative prices have been completed, the 
distribution of resources among the various types of production will 
permit the supply of goods from each sector to meet the demand for 
such goods at stable prices. 


Shifts of real income 


The starting point in the shift of real income is the adjustment of 
prices, for prices constitute the incomes derived from production. A 
fall in prices in the inflation-favored sectors reduces aggregate income 
from such production; a rise in prices in the inflation-penalized sectors 
raises aggregate income from such production. There remains the 
more difficult problem of shifting income among factors of produc- 
tion—wage earners, civil servants, profits receivers, etc. 

There is no practical method for restoring the real income of those 
who accumulated savings in the form of fixed money assets which have 
depreciated in value as a consequence of the continued inflation. 
Something can be done, perhaps, to improve the position of pensioners, 
particularly if their incomes are derived from public funds or trust 
funds under the control of the government. For the most part, the 
shifting of real income that is part of the stabilization process will have 
to be among the active groups in the economy. 

The principal shifts would be between profits and wages, and be- 
tween wage earners in the inflation-favored industries and those in 
the inflation-penalized industries. The decline in demand for goods 
in the inflation-favored industries will eliminate inflation profits and 
hold down wages in these industries. The increase in demand for 
goods in the inflation-penalized industries will make it possible to 
raise wages and, if necessary, profits in such industries. In fact, some 
deliberate policy for adjusting relative wages will have to be worked 
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out, as the ordinary processes of wage determination are almost cer- 
tain to have broken down under the impact of the massive wage in- 
creases that are a feature of a long-continued inflation. As salaries 
of civil servants are likely to have become quite unsuitable, a rise in 
such salaries will also be part of the required shift in incomes. 

Where the inflation has brought about a serious discrepancy be- 
tween foreign and domestic prices, it may be impossible to avoid a 
depreciation of the exchange rate. The adjustment of the exchange 
rate is the means by which inflation profits are taken away from im- 
porters who buy foreign goods at a world price converted at an over- 
valued rate for local currency and sell these goods on the basis of 
scarce supply and inflated domestic demand. With the adjustment of 
the exchange rate, this income, in turn, is transferred to exporters, 
who produce goods at inflated costs in local currency and sell these 
goods abroad at a world price converted at an undervalued rate. The 
rise in income in the export sector is almost entirely the consequence 
of a shift in income from the import sector. The export sector is, how- 
ever, a supplier of some goods for sale in the domestic market. The 
rise in export prices in local currency, therefore, involves a minor shift 
in income from other domestic sectors to the export sector, to the 
extent that export goods are consumed at home. 

The adjustment of the exchange rate in the process of stabilizing 
an inflated economy cannot be regarded as a totally independent force 
inducing a price rise. To the extent that it represents a shift in the 
windfall profits of importers to exporters, it involves no real cost to 
the rest of the public. To the extent that it induces a rise in prices 
of home goods, it may do no more than reflect the higher demand that 
will in any case manifest itself with the rise in wages and in other 
incomes penalized by inflation. There will, of course, be some goods 
in the import-export sector the prices of which will to some extent rise 
autonomously because of the adjustment of the exchange rate. But 
this is no more than the means by which the better balanced distribu- 
tion of income and the more appropriate use of resources are achieved 
through stabilization. 


Role of policy 


It would, of course, be possible to take the view that the inflation 


will be halted—say, by stopping the expansion of bank credit—and 


the economy will then be allowed to adjust itself to a stable position. | 
As a practical matter, however, this would present serious difficulties. 


The stabilization crisis, with its painful readjustment of values, and 


the cash crisis, with its strong inducement to liquidation, may set in | 
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motion a deflation that could defeat the objective of restoring stability. 
During the process of stabilization, the monetary authorities will find 
it desirable to take measures intended to ease the adjustment from 
steadily rising prices to stable prices. 

For this reason, it is preferable to think of the stabilization process 
as involving a gradual halt in the rise in prices. In general, the prin- 
ciple should be that adjustments should be made by letting the rela- 
tively low prices and incomes rise gradually to the level of costs in 
the more inflated sectors. This need not involve any consideravle or 
long-continued rise in prices. A period of six months to a year should 
be adequate for slowing down the inflation and bringing it to a halt. 
It is most important that, in this period of gradual stabilization, the 
expectation of a steady rise in prices should be terminated. This can 
be done by slowing down the rise without bringing it to an abrupt stop. 
Above all, it is necessary to avoid restarting the wage-price spiral. 
For this reason, an upward adjustment in food prices may have to be 
made by a series of small steps. 

The policy in such a situation is not exclusively the better control 
of credit. The continuous inflation will have brought about an unde- 
sirable use of resources and an unfair distribution of incomes which 
must be corrected. The price and wage adjustments are two facets 
of the same process of shifting real income and productive resources 
until they approximate a pattern suited to a stable economy. The 
authorities are more likely to be successful in restoring stability if 
their policies comprise the whole field of credit, budget, wages, invest- 
ment, and international payments than if they are confined entirely 
to the limitation of credit. 


Progress with Stability 


Despite the great social and economic costs of inflation, countries 
will inevitably be driven to dependence on credit expansion to finance 
investment unless other means can be found to provide the real re- 
sources they need. Monetary stability has little attraction as a policy 
if it is presented as an alternative to economic development; it may, 
however, be accepted as a desirable policy if it can be shown that it 
will assist in the more effective achievement of that objective. 


Institutional reforms 


The first and most obvious means of securing additional resources 
for development is from voluntary savings. The desire to accumulate 
moderate savings is much stronger in low-income countries than is 
generally assumed. The restoration of monetary stability is certain to 
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have a beneficial effect on the savings habits of those for whom the 
holding of money assets is the only convenient form of saving. Small 
savings may be stimulated by providing easier access to savings banks 
and postal savings institutions as convenient places of deposit, and by 
offering savings certificates and savings bonds as convenient forms for 
holding savings. And this effect may be further encouraged by allow- 
ing a generous return on small savings. Nevertheless, it is very un- 
likely that any considerable increase in small savings can be secured 
merely through better institutional arrangements. The most important 
factor limiting the amount of small savings is the low level of real 
income. 

Institutional arrangements are likely to be of greater significance in 
determining the direction of investment. The primary objective of 
development, an increase in the productivity of labor, can often be 
achieved, not only by means of great irrigation and power projects and 
large industrial undertakings, but also by providing the small farmer, 
the cottage worker, and the small manufacturer with very modest 
financial assistance and technical advice. 

One solution to the problem of low agricultural productivity is to 
provide credit for small farmers through rural banks on terms they 
can afford to pay. The rural banks should have associated with them 
a farm management service which would provide advice on farm man- 
agement and the proper use of credit for production. If the provision 
of credit and the dissemination of technical knowledge thus go hand 
in hand, the traditional fear of the farmer in dealing with financial 
institutions and hesitation in introducing new methods of cultivation 
could be overcome. 

The provision of financial resources for small-scale industrial enter- 
prises presents more complex problems. The great danger is that an 
industrial bank intended for development will be used to salvage in- 
efficient and bankrupt firms rather than to encourage the establish- 
ment of new enterprises and the expansion of old. The prerequisite 
for financial assistance should be the willingness of the owners of an 





enterprise to provide a large portion of the capital. Wherever possible, 
the financial arrangements should be made through an existing bank- 


ing institution and with the greatest possible participation by the insti- |” 
tution. An engineering advisory service and an industrial research serv- |” 
ice attached to the industrial development bank would provide safe- i 


guards against misdirected investment and should be of great help to | 
the enterprises that use the resources of the bank. 
In most underdeveloped countries there is great difficulty in secur- 


ing capital for corporate enterprises through the sale of securities to | 


the public. One reason for this is the marked preference of savers to 
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,etain direct control over their savings, as is possible, for example, 
through the ownership of real property. If the public is unwilling to 
participate in the ownership of corporate enterprises on a wider scale, 
development is certain to be retarded. If capital for corporate enter- 
prises is to come from a broad group of savers, who can participate in 
the firm only by sharing the risks and profits of the enterprise, the 
rights and interests of the stockholders must be carefully protected. 
A revision of the company and securities laws may be a helpful 
means of encouraging the provision of savings for development. 
Even if tax revenues are substantially increased, the governments 
of underdeveloped countries will still have to secure additional funds 
for development from the savings of the public. They will have to 
finance many of the larger development projects and, if credit is to be 
available for smaller agricultural and industrial enterprises, they will 
have to provide some of the funds. In some underdeveloped countries, 
the large expansion of bank credit which has accompanied the con- 


tinuous inflation has seemed necessary because the government has 
been unable to acquire savings directly from the public. The establish- 


ment of a government bond market of a simple kind would encourage 


_ saving and increase the resources available for development. 


The first step in establishing a government bond market is to put 


» the public finances on a sound basis. Interest coupons and matured 
- bonds should be treated as sight drafts on the treasury, and should 
' be collectible by deposit in a bank and presentation to the fiscal agent 


, of the government. Where bonds are registered, a check for interest 
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and, on maturity, for the principal should be sent to the holder not 
later than the due date. The availability of suitable types of govern- 
ment securities is also important. While savings banks, insurance 


/ companies, and some individuals will prefer long-term bonds, com- 


mercial banks and other financial institutions will prefer short- and 


medium-term bonds. It will be necessary, too, to provide some addi- 


tional degree of liquidity for government bonds, either by assuring an 
orderly market or by making bonds acceptable collateral for loans 


» at a slightly preferred rate of interest. 


Savings by and through the government 


The wartime interest in forced saving has inspired suggestions that 
such measures be used to provide real resources for development. 
There is a vast difference between the use of forced saving as an emer- 


) gency measure during war, with the expectation that much of the sav- 
) ing will be liquidated after the war, and its use as a means to finance 


development. In a free economy, the amount of private wealth accu- 
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mulated by the public is determined with reference to the present and 
prospective level of income. There is no way, except by rigorous con- 
trol of spending, to force the community to accumulate savings at a 
higher rate than it prefers. Unless a country is prepared to maintain 
rationing and price control indefinitely, it should not resort to forced 
saving schemes. 

The social security system, on the other hand, opens up a large new 
source of savings that could be made available for development. A 
social security system based on the principle of actuarial reserves will 
accumulate large savings, at least for a time, because future benefits 
(retirement and death benefits) must be preceded by a period in which 
reserves are built up. In a mature system, payments would on an 
average equal receipts, except to the extent that the working popula- 
tion grows or the risks are overestimated. In an underdeveloped coun- 
try where the coverage of the social security system is steadily ex- 
tended as the area of the “business economy” grows relative to the 
“nonbusiness economy,” the period of accumulation may be very long. 
The sums thus collected may represent a very marked addition to 
savings. 

Most of the underdeveloped countries in the Middle East and Far 
East have no well-developed social security system. The experience 
of a few Latin American republics is, however, noteworthy; the annual 
average increase in the social security reserves in Brazil, Chile, and 
Paraguay appears to have been between 1 and 2 per cent of national 
income. In the United States, the increase in all social security re- 
serves (excluding government life insurance funds and including in- 
vestment income of other funds) was $1.9 billion in 1949 and $3.4 
billion in 1950, i.e., an average of 1 per cent of national income. Over 
the past 16 years, the aggregate social security reserves accumulated 
in the United States have amounted to $27 billion, a notable addition 
to savings. 

It should not be assumed, of course, that any social security sys- 
tem will necessarily provide net savings. Where present benefits (de- 
pendency allowances, unemployment payments, medical care) are 
large relative to future benefits, accumulations are likely to be small. 
If extensive social services are provided through the social security 
system, it may be difficult to cover their cost through levies on workers 
and employers. Far from providing a surplus of current receipts over 
payments, the social security system may then become a drain on the 
budget. This may also occur if, after a prolonged period of continu- 
ous inflation, benefits must be paid out on the basis of recent earnings, 
while reserves have been accumulated on the basis of the much lower 
earnings of the past. 
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The significance of the accumulation of social security reserves for 
development depends in large part on how the reserves are used. In 
the United States, accumulations are automatically invested in a spe- 
cial series of government bonds. In certain Latin American countries, 
the social security funds (which are generally organized by industries) 
are more or less autonomous and retain great freedom in investing 
their reserves. In practice, they make large investments in real estate, 
and make loans to their own beneficiaries in much the same way as 
life insurance companies lend on policies. On the whole, it is difficult 
to say that the social security reserves have been used very effectively 
for development. 

Satisfactory means can be found for investing at least part of the 
social security reserves in enterprises of social and economic sig- 
nificance. Such trust funds, however, should not be invested hap- 
hazardly without adequate supervision. The proper safeguard would 
be to establish a list of enterprises whose preference securities would 
be eligible for investment because of their record of continuity and 
stability in earnings. The public utility enterprises—electric power, 
telephone communications, etc.—are likely to meet these tests to a 
high degree. With rates reasonably adjusted to the cost and value of 
the services they provide, public utility enterprises should have no 
difficulty in providing a good return on the social security reserves 
invested in them. 

Another important means of securing additional savings for develop- 
ment is through higher taxation. In many underdeveloped countries, 
the proportion of the national income collected as taxes is very small. 
The available data show that in 1948-49 the central and the state 
Governments in India collected in taxes an amount equal to ap- 
proximately 7 per cent of the national income. In the Philippines in 
1950, the tax revenues of the Commonwealth Government were not 
much more than 6 per cent of the national income. Even if generous 
allowance is made for taxes levied by local authorities, aggregate tax 
revenues are certainly a relatively small part of the national income 
in these countries. In the larger Latin American countries, the aggre- 
gate tax revenues are generally around one eighth of the national 
income. 

Low-income countries cannot be expected to collect taxes on the 
same scale as high-income countries, where aggregate national and 
local taxes exceed 25 to 30 per cent of the national income. It is diffi- 
cult, however, to see any good reason why even low-income coun- 
tries should not be able to collect 15 to 20 per cent of the national 
income in taxes. An increase in tax revenues to such a level could 
be accomplished without any disturbance to the economy, particu- 
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larly where there are inflationary pressures. In the Philippines, the 
tax revenues of the Commonwealth Government were increased 
by 80 per cent in 1951 compared with 1950. There is no indi- 
cation that production and investment were in any way hampered 
by the increase. 

In many countries, social custom does not sanction, and administra- 
tive techniques are not adequate for, a system which relies heavily on 
highly progressive taxes on personal incomes. An excessive concern 
with the incidence of consumption taxes has led many experts to 
underestimate the importance of taxation as a source of real resources 
for development. When a country is experiencing severe inflationary 
pressure and tax revenues are inadequate by any reasonable standard, 
the incidence of a tax on expenditure is unlikely to fall wholly or even 
in large part on the consumer. A general sales or excise tax on domestic 
or imported goods is presumed to be borne by the consumer because, 
at the previous price, costs would exceed price and the supply would 
be curtailed. This analysis is not applicable in a period of inflation, 
when price exceeds costs and businessmen secure inflation profits. 
Under such conditions, a general tax on sales will not restrict supply, 
and the effect will be to narrow somewhat the excessive margin of 
profit. 

There is, indeed, a need for a better balance in tax revenues from 
the principal sources—income, property, and consumption. Even when 
allowance is made for the social and administrative conditions in 
underdeveloped countries, the conclusion is justified that in most of 
them land and real property do not bear a reasonable share of the 
tax burden. In India, for example, land tax revenues have remained 
virtually unchanged since before the war, yielding 260 million rupees 
in 1938-39 and only 300 million rupees in 1946-47. The tax structure 
in underdeveloped countries should be reformed to place more of the 
tax burden on large incomes and property holders. There is no reason, 
in the meantime, for delaying an increase in tax revenues until the 
whole tax structure is reformed. In a country faced with inflationary 
pressures, all taxes have the effect of restraining inflation. 

No general conclusion can be drawn about the volume of additional 
resources that could be secured for development through an increase 
in tax revenues. The practical limit for tax revenues in the near 
future may be less than 15 per cent in some countries and as much 
as 20 per cent in others. On the whole, it is not too much to say that 
most underdeveloped countries could increase taxation by an amount 
equal to about 3 or 4 per cent of the national income. Part of this 
would be offset by a reduction in voluntary savings; but a substantial 
amount would become available for essential investment by the gov- 
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ernment or by the private sector with finance coming from the 
government. 


Foreign investment 


In most low-income countries, even the most forceful measures for 
increasing savings and for applying them to the most urgent needs 
would still leave the economy with inadequate resources for the in- 
vestment necessary to assure tolerable progress in raising productive 
efficiency and expanding production. The only way of securing ade- 
quate resources for development in such countries is by supplement- 
ing domestic savings with capital from abroad. There was a time when 
international investment responded readily to profits opportunities 
abroad. While capital was not always available for investment in the 
directions of greatest importance for the development of low-income 
countries, the failure of the foreign investment of the late nineteenth 
and early twentieth centuries to utilize all the socially most desirable 
avenues for development was much less striking than the vast scale 
on which it actually provided resources for purposes whose beneficial 
effects are incontrovertible. 

The magnitude of foreign investment before World War I is indi- 
cated by the fact that during 1904-13 new foreign investment by 
Britain alone averaged more than £150 million a year, and reached 
nearly £200 million in 1913 ($1 billion at the exchange rate then pre- 
vailing). It is estimated that, if other capital exporting countries are 
taken into account, the net export of long-term capital averaged more 
than $2 billion a year in the years immediately preceding World 
War I.* 

The machinery for private foreign investment has not been func- 
tioning in recent years as it did before World War I. One cause has 
been the general state of uncertainty in world affairs for which the 
underdeveloped countries are in no sense responsible. Another cause 
has been the fear of expropriation, limitations and restrictions on the 
remittance of profits, and similar risks which are the consequence of 
the policies of some underdeveloped countries. The taxation of profits 
in those countries is not generally regarded as burdensome, but over- 
valued exchange rates and taxes on exchange transactions sometimes 
bear unduly on foreign-owned enterprises. 

Apart from the unfavorable political and economic environment, 
foreign investment has been seriously hampered by the inability of 
the United Kingdom, France, and the Netherlands—the great foreign 
investing countries of the pre-1914 era—to restore their international 


4 Encyclopaedia of the Social Sciences, Vol. VI, p. 371. 
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payments to a position that would leave a surplus for foreign invest- 
ment. In those countries, the level of domestic investment is much 
higher than it was in the past, and it is certain to absorb nearly all of 
the savings that the countries are likely to be able to provide. Their 
inability to resume large-scale foreign investment is of particular im- 
portance to the countries in Asia and Africa for which Britain and 
other European countries used to be the principal sources of foreign 
capital.® 

The United States has now become, and is likely for some years to 
remain, the principal source of foreign capital. From 1947 to 1950, the 
net outflow of private long-term capital from the United States aver- 
aged $1.3 billion a year (Table 5). Nearly all of this was direct in- 
vestment, a very considerable part of which represented the undis- 
tributed earnings of subsidiaries and branches abroad. More than 25 
per cent was in Canada and another 11 per cent in Europe. Latin 
America, Asia, and Africa received nearly 64 per cent of the total, but 
more than 60 per cent of the investment in these three continents was 
in petroleum. Direct U.S. investment in all underdeveloped countries 
in manufacturing, agriculture, mining, public utilities, and all other 
enterprises except petroleum averaged less than $300 million a year 
from 1947 to 1950 (Table 6). 

Nearly all of the enormous postwar flow of funds abroad from the 
United States has been in the form of grants and credits by the Gov- 
ernment. During the six years ended June 1951, the United States 
provided nearly $31 billion of foreign aid. Of this total, only $1 billion 
went to Latin America, Africa, and Asia (excluding China, Japan, the 
Philippines, and South Korea). Without loans from the International 
Bank for Reconstruction and Development and the Export-Import 
Bank, aid to underdeveloped countries would not have reached even 
this very limited sum of $200 million a year. For some countries in 
Asia, the principal source of foreign resources has been the use of 
sterling balances. 

Whatever other measures the underdeveloped countries could and 
should undertake, they will be unable to provide themselves with ade- 
quate resources for development out of their own savings. Their real 
level of income is too low and their need for investment is too great 


5 Despite its payments difficulties, the United Kingdom has provided consider- 
able resources to overseas areas since the end of World War II. New capital issues 
in the London market for overseas investment were from £30 million to £50 million 
a year between 1947 and 1951. Short-term capital movements and direct invest- 
ments also provided considerable sums. Even more important have been the 
large releases of sterling balances. The United Kingdom cannot, however, con- 
tinue to supply capital abroad until it has established a sizable payments surplus 
on current account. 
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Taste 5. Net! Ovutriow or Private Lonc-TERM CaPITAL FROM THE UNITED 
Srates, 1946-51 


(In millions of US. dollars) 





1946 1947 1948 1949 1950 1951 





Direct Investment 
Undistributed earnings of direct in- 


vestment subsidiaries ............ 303 387 581 436 443 — 
New capital and branch profits re- 
tained abroad 2 ..........eeeeeeee 183 724 684 786 702 513 
Notale Shaieca cs eweeves 486 1,111 1,265 1,222 1,145 — 
Portfolio Investment 
Purchase of IBRD obligations....... 0 243 7 20 1 147 
OEREE ercctgceils pecs sas doeweeens —124 —157 —10 465 121 
MOG Nese eee SAS NAS eees —124 86 64 10 4664 268 
Total Net Outflow of Private Long- 
Term, Capital .cccsccccwessccnsicee-s 362 1,197 1,329 1,232 1,611 _ 





1 All figures are net, ie., net of redemption and amortization of U.S. investment 
abroad, but not net of changes i in investment by foreigners in the United States. 


2 Branch profits during 1946-50 aggregated $2.9 billion, of which 55 per cent 
was retained abroad. 


3 Includes long-term loans by banks. 

4 Includes a net outflow of $325 million to Canada and a credit of approximately 
$190 million by US. financial institutions to the French Government for the 
purchase of U.S. Government securities. 

Source: Compiled from US. Department of Commerce, Survey of Current 

Business, December 1951 and March 1952; and International Monetary 
Fund, Balance of Payments Yearbook, Vol. 3 (1949-50). 


TasLe 6. Private U.S. Direct INVESTMENT ABROAD, BY AREA AND INpDUsTRY 1 





Amount (million U.S. dollars) 


a 








Per Cent p.m All Other 

of Total All Areas Canada_ Republics Europe Countries 
Manufacturing .......... 296 1,388 651 356 276 105 
Distribution ............ 69 325 63 164 42 56 
Agriculture ..........06. 23 109 1 91 0 17 
Mining and smelting..... 56 262 117 118 —4 31 
Petroleum ...........0.- 49.0 2,303 340 1,004 157 802 
Public utilities .......... 13 61 —35 86 —2 12 
Miscellaneous ..........- 5.3 248 50 100 51 47 

ie Vem eatels 100.0 4696 1,187 : J 

(Pee cent of total)....... (100) (253) (409) (11.0) (228) 





1Compiled from U.S. Department of Commerce, Survey of Current Business, 
December 1951. Figures refer to the increase in the value of private US. direct 
investment abroad from the end of 1946 to the end of 1950. 
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to enable them to meet in full their own capital requirements. Any 
rational program for economic development must involve much more 
dependence on foreign capital than has been possible in recent years. 
With such foreign assistance, it is reasonable to hope that the under- 
developed countries could follow a policy of monetary stability. 
Without such foreign assistance, they will inevitably be driven to the 
expedient of inflation in the futile hope that somehow bank credit will 
prove to be a substitute for real savings. 

















Competitive Depreciation 


W. R. Gardner and S. C. Tsiang * 


HE FUND AGREEMENT outlaws competitive depreciation. 

Article I (iii) states that it is a purpose of the Fund “to avoid 
competitive depreciation” and under Article IV, Section 4(a) “each 
member undertakes to collaborate with the Fund . . . to avoid com- 
petitive exchange alterations.” Since every exchange devaluation is 
designed to strengthen the competitive position of the devaluing coun- 
try in the markets of the world, a question might be raised whether 
the Fund is basically opposed to exchange adjustments. It is obvious, 
however, that that is not so. The Articles of Agreement provide in 
some detail for changing par values in order to correct a fundamental 
disequilibrium. Clearly an adjustment of this character, even though 
it would subject other countries to more competition, could not be 
branded as competitive depreciation and, therefore, contrary to the 
purposes of the Fund. Only an excessive devaluation—one that over- 
corrected for the fundamental disequilibrium—could be regarded as 
competitive depreciation in the sense of the Fund Agreement. The 
remainder of this paper will be devoted to analyzing from the economic 
standpoint what constitutes such an overcorrection. 


Exchange adjustment and reserves 


An excessive devaluation must be measured in terms of its departure 
from a correct exchange rate. What are the criteria of a correct rate? 
It must be assumed in this discussion that devaluation helps a coun- 
try to eliminate a deficit in its balance of payments, or is expected to 
do so; otherwise there would be no balance of payments reason for 
devaluing. If, given time, a devaluation would just remove the deficit, 
it would prima facie restore equilibrium; but merely eliminating the 
deficit would not correct the effects produced by the previous mal- 
adjustment. It might leave the country with depleted reserves. To 
obtain reserves sufficient to cope with the unpredictable fluctuations of 
its balance of payments, the country should pass from a deficit to a 


* Mr. Gardner was Chief of the International Section of the Federal Reserve 
Board before becoming Chief of the Balance of Payments Division of the Fund. 
Recently he has been appointed Assistant Director of the Research Department. 

Mr. Tsiang, economist in the Balance of Payments Division. is a graduate of 
the London School of Economics, and was formerly Professor of Economics in 
the National Peking University and the National Taiwan University. He is the 
author of several articles in the Economic Journal and Economica. 
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surplus in its international transactions. The surplus should be on a 
sufficiently modest scale so that the country can ease back into bal- 
ance when its reserve position has been restored; but that a surplus 
may be needed to make up for the previous deficit is clear. 

Providing the rate of accumulation is moderate, the process of 
building up reserves could properly be carried in most cases beyond 
the amount lost during the deficit period. Most countries outside the 
United States today appear to have inadequate reserves to cope with 
the potential deficits in their balance of payments. This is particu- 
larly true if reserves are ultimately to be sufficient to take care of 
deficits in a convertible currency world. They could never, of course, 
enable a country to finance a chronic deficit that it was taking no 
steps to correct. That is not their purpose. But they appear to be 
inadequate to deal even with the temporary deficits that are likely to 
develop in a convertible currency world during the course of a busi- 
ness cycle or during the period necessary for corrective measures to 
restore balance. Because of this general shortage of reserves, a mod- 
erate accumulation from year to year (if it could be achieved) would 
be constructive for most countries. Only if the rate of accumulation 
were so rapid and persistent that it threatened to bring a country 
more than its appropriate share of the world’s stock of reserves would 
there be direct evidence of competitive depreciation. 

The use of the term “reserves” here involves some oversimplifica- 
tion. The full measure of the deficit which the country is endeavoring 
to correct is to be found not in its loss of reserves but in compensatory 
official financing in all its forms. Reserves are merely one element in 
such financing. Intergovernmental loans and grants from abroad may 
play a far greater role in covering a country’s deficit. To achieve 
equilibrium the country must readjust its balance of payments so as 
to eliminate the need for compensatory financing as a whole; and simi- 
larly, in building up a surplus, the country may not only acquire 
reserves but may repay its debts abroad in advance of maturity and 
make compensatory loans or grants of its own. It seems unlikely, 
however, that a country that has been struggling with a deficit would 
immediately start extending compensatory loans and grants once a 
surplus is achieved. Hence, aside from possible prepayment of debts, 
the full measure of the surplus in most cases is likely to be the reserves 
that the country accumulates." 


1Some acquisition of foreign assets by private residents of the devaluing 
country may be subject to the control of the monetary authorities to such an 
extent that they should be considered as equivalent to reserves. Furthermore, 
foreign monetary authorities may make some use of their accumulated reserves 
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In an inconvertible currency world, a country may have to adopt 
exchange rates that will balance its position in hard currencies or bring 
a reasonable addition to its hard currency reserves even though the 
rate leads to a simultaneous accumulation of soft currencies. The in- 
convertibility of soft currencies is evidence that the international posi- 
tion of the soft currency countries is maladjusted rather than that the 
exchange rate of the devaluing country is incorrect. To the extent that 
soft currencies are themselves convertible into hard (e.g., the dollar 


pool in the sterling area arrangements) they become part of the hard 
currency position. 


The time period involved 


The time period in terms of which the effects of the exchange rate 
must be considered is a period of years rather than of months. Even 
in a stable world it takes a considerable time for an exchange adjust- 
ment to work out its effects. A capital flight may be reversed quickly 
if it is believed that the new rate will hold; but the reorientation in 
the sphere of goods and services cannot be carried through so easily. 
Substitution for imports or larger production of exports may have to 
be achieved through shifts of manpower, resources, and capital equip- 
ment; and new channels of distribution and servicing may have to be 
developed abroad. Furthermore, it may be necessary to average out 
a world business cycle before the effects of the devaluation on com- 
modity markets can be appraised. They cannot be appraised against 
a background of abnormal boom or depression. The test, then, is what 
the devalued rate will do over a substantial period of years. 

By the end of this period of years a correct exchange rate should 
not have to be supported by (1) a persistent one-way movement of 
reserves or other forms of compensatory financing, or (2) direct bal- 
ance of payments controls (i.e., trade or exchange controls imposed 
to adjust the balance of payments rather than to afford protection to 
domestic industry, raise fiscal revenues, or achieve other ends not 
associated with the balancing of international transactions). The new 
rate should, in fact, enable the country to add a reasonable amount 
to its reserves if they are unduly low. 


in the devaluing country. While such use would be an evidence of balance of 
payments surplus in the devaluing country, it would take the form of a repay- 
ment of its foreign debt. An exchange adjustment that would permit such repay- 
ment of short-term debt, as well as moderate prepayments of the country’s 
long-term foreign debt and a reasonable accumulation of reserves, would appear 
to be justified, even though a surplus financed by loans and grants from the 
devaluing country would indicate an excessive exchange adjustment. 
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Effects on other countries 


Even an appropriate devaluation by one country affects the com- 
petitive position of others. Before devaluation, these other coun- 
tries enjoyed a competitive advantage of which they are deprived by 
the elimination of the overvalued rate. They must readjust to the 
new situation in world markets. This readjustment is not forced upon 
them by competitive depreciation, if the devaluing country has merely 
shifted from an overvalued to a correct rate. It is forced upon them 
rather by the removal of an artificial support, which must be with- 
drawn if the world is to move toward a realistic pattern of exchange 
rates and currency convertibility. Significant readjustments will be 
needed, however, only on the part of countries that are materially 
affected by the devaluing country’s action, and that would otherwise 
experience a deficit in their balance of payments or a surplus sub- 
stantially less than the reserves they should be accumulating. The 
adjustments may take other forms than exchange depreciation. Even 
if exchange depreciation is involved, it would normally be less than 
that of the initial devaluing country except where comparable balance 
of payments deficits are being experienced. 

The adjustments of other countries will in turn affect the milieu in 
which the initial devaluing country finds itself. Ideally, that country’s 
devaluation should be such that it will achieve an appropriate accu- 
mulation of reserves in the face of the responses forced on other coun- 
tries, if these responses in each case involve a correct adjustment. In 
fact, however, these other countries may refrain from making any 
adjustment or may try to overadjust their rates or impose direct con- 
trols. Unless the Fund can induce such countries to adopt correct 
measures, it will have to judge the proposal of the initial devaluing 
country against the background of controls and maladjusted rates that 
will in fact prevail. 

In short, in order to judge whether a proposed exchange adjustment 
is correct, the Fund must have a broad concept of (1) the appropriate 
distribution of reserves in the world, (2) the effects on the world pat- 
tern of exchange rates and the nexus of direct controls that the pro- 
posed adjustment would introduce, and (3) the extent to which, in 
the light of this new milieu, the new exchange rate would enable the 
devaluing country over a period of years to acquire reserves. 


Some special cases 


There are several cases in which a country may not acquire reserves 
(at least immediately) and yet may be guilty of excessive deprecia- 
tion. Some of these are discussed below, together with others of a 
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different type in which a country that is acquiring reserves at a 
reasonable rate may devalue without competitive depreciation. 


(a) 


(b 


— 


(c) 


A rate may involve competitive depreciation even though a coun- 
try’s reserves are depleted and it is clear that the new rate will 
not increase those reserves in the immediate future—particularly 
if the country’s direct exchange and trade controls are lifted. 
Few European countries in the immediate postwar period could 
have adopted any rate that would have enabled them to drop 
direct controls, do without the compensatory financing provided 
by the United States, and still add to their reserves within the 
next year or two. But it would have been possible for some 
of these countries to adopt rates that, in their ultimate working 
out over a longer period of years, would have added excessively 
to their reserves. Such rates would have involved competitive 
depreciation at the time they were adopted, since the test lies in 
the ultimate effects. 

A country that is losing reserves because the market for its main 
export commodity (e.g., coffee) has been drastically curtailed by 
depression abroad may be guilty of competitive depreciation even 
though devaluation fails to stop the immediate loss of reserves. 
In devaluing its own rate, it may force depreciation on its com- 
petitors; and the depreciated rates of the whole group may dimin- 
ish, rather than increase, the value of coffee sales on the depressed 
world market. If the world market for coffee were permanently 
contracted, the depreciation might be in order because it would 
then be necessary to stimulate other types of exports and curb 
imports in the countries that had hitherto placed their main de- 
pendence on coffee. Since, however, the market has been con- 
tracted by a merely temporary depression abroad, this basic re- 
orientation of the economies of the coffee-producing countries is 
not needed. With the upswing of the business cycle, the demand 
for coffee will return and the old exchange rates will prove cor- 
rect (if they had been correct initially). Hence an exchange de- 
valuation that would be futile during the depression because it 
would not be effective in the short run, and that would prove to 
be an overadjustment in terms of the long run, would constitute 
competitive depreciation. 

In the two cases discussed above, the evidence of competitive de- 
preciation lies in the ultimate effects of the exchange adjustment 
as contrasted with the immediate effects. Ultimately the over- 
devaluing countries would add excessively to their reserves. It 
is possible, however, to conceive of a situation in which an over- 
devaluation would not be accompanied, even ultimately, by an 
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(d) 


(e) 
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increase of reserves. Other countries in defending their positions 
might themselves devalue, or deflate internally, or apply exchange 
controls and quotas to the exports of the devaluing country, thus 
preventing it from pulling reserves from them. The fact that they 
offset an excessive devaluation in this way would not make it any 
the less excessive.2 The devaluation would constitute competitive 
depreciation on the part of the originating country. 

On the other hand, it might be possible for a country to devalue 
without having a balance of payments deficit and without being 
guilty of competitive depreciation. Such a country might have a 
program for absorbing its unemployed or for expanding produc- 
tion through greater investment. It might anticipate that the 
program would increase domestic income and create a deficit in 
its balance of payments unless precautionary steps were taken. 
If the program were being effectively implemented, a correspond- 
ing exchange adjustment, even though it somewhat anticipated 
the expansion of income, would not constitute competitive depre- 
ciation. It would not result over a period of years in an undue 
expansion of the country’s reserves. 

An anticipatory move of this character would not be justified, 

however, if the country were merely expanding along with the 
rest of the world. Nor would it be in order as a device for stimu- 
lating employment in a depression at the expense of other coun- 
tries, for the rate would then prove to be undervalued in the 
long run. 
A more difficult question is raised if the devaluing country has 
no unemployment or industrial slack, but has a tendency toward 
inflation. Instead of an orderly growth in production, as in the 
previous case, there is a threat of a disorderly rise in prices. Con- 
ceivably the devaluation would set in motion a train of events 
that would drive costs correspondingly higher without materially 
changing the competitive position of the devaluing country. There 
would then be little evidence of competitive depreciation. 

The devaluation would, however, be quite useless and the Fund 
might hesitate to concur in it since it would subject the country 
to an unproductive inflation. Moreover, in practice, a rise in 
domestic costs all along the line, just sufficient to offset the effect 


2This case should be distinguished from that discussed earlier in which a 
correct exchange adjustment was followed by various readjustments abroad. It 
was there noted that, whether or not these responses were appropriate, the devalu- 
ing country would have to accept the situation as it was and adjust its rate 
accordingly. Presumably there would be enough freedom left in the markets 
of the world for its devalued rate to be effective. That assumption had been 
made at the outset of the discussion. There was no assumption, however, that 
an excessive devaluation would be allowed to work out its full effects. 
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of the devaluation on individual export prices, would be highly 
improbable. Unless there were a continuous series of devalua- 
tions, they could not keep just abreast of the developing inflation; 
and, even if they did so in their over-all effects, there would almost 
surely be changes in the competitive position of the country in 
one commodity market or another. Thus a confused situation 
would exist in which the country might be gaining a competitive 
advantage at one period or in one direction and losing it in an- 
other. There would be unsettling effects on other countries. Since 
these unsettling effects could not be justified as a necessary ac- 
companiment of progress toward a valid economic objective, such 
as expansion of production or employment, the exchange rate 
adjustment might well be regarded as excessive. The degree of 
competitive depreciation involved in the adjustment, however, 
would clearly be only partial and uncertain. Theoretically, as 
noted in the previous paragraph, it might not exist at all. 

(f) A case somewhat similar to that of a devaluation matched by the 
inflation it helps to set in motion would occur if a country adopted 
an export tax (or other export deterrent) sufficient to offset the 
effect on exports of the exchange adjustment. Such a combination 
might be used if the country wished to employ devaluation only 
to curtail imports. If the curtailment of imports brought the coun- 
try back into balance of payments equilibrium (or brought it a 
surplus justified by its inadequate reserve position), it would be 
difficult to charge the country with competitive depreciation. As 
long as the tax and other conditions remained the same, the ex- 
change rate would be reasonable even though without the tax it 
would stimulate exports and create an excessive rate of acquisi- 
tion of international reserves. While adoption of such a pair of 
offsetting measures might enable the country thereafter, without 
having to seek the concurrence of the Fund, to reduce its tax and 
thus render the devaluation excessive, and while this possibility 
might affect the Fund’s attitude toward the proposal in the first 
place, the depreciation could not in fact be regarded as competi- 
tive unless this second stage was reached. 


Dependence on broad approximations 


General though the preceding discussion has been, it has undoubtedly 
implied greater exactitude than can ever be attained in arriving at 
working decisions. The effects of a devaluation on trade, services, and 
capital movements of the devaluing country and of the world; the 
period relative to which the effects should be considered; the appro- 
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priate distribution of reserves—all these must be matters of judgment 
to a high degree. Only partial light can be thrown upon them by the 
data and statistical analysis now available. This paper is aimed not 
so much at developing a precise formula as it is toward suggesting the 
general framework within which judgment must be applied. It is evi- 
dent that it will always be difficult to prove that a proposed deprecia- 
tion is competitive. Perhaps the greatest safeguard is that there is no 
real advantage to a country in indulging in it—except possibly dur- 
ing a world depression. Few will wish to turn the terms of trade 
against themselves in order to accumulate relatively unneeded reserves. 


Note on multiple rates and competitive depreciation 


The discussion of competitive depreciation in this paper has been on 
the assumption of a single rate. A single rate involves nondiscrimi- 
nation among countries and commodities and, therefore, raises only 
the basic issues. With multiple rates (or broken cross-rates), it is 
evident that competitive depreciation might be practised via one rate 
or another without any effect on reserves even though no defensive 
measures were taken by other countries. A relatively low rate for one 
class of commodity (or country) might be counterbalanced by a 
relatively high rate for another. That was the essence of the Schachtian 
system in the 1930’s, which is often cited as the classic example of 
competitive depreciation. 

This type of competitive depreciation, however, is merely one aspect 
of the problems created by discriminatory rates and can best be treated 
in connection with an over-all discussion of these problems. Such a 
discussion will not be attempted here. 


























The Change in the Yugoslav Economic 
System 
J. V. Mladek, E. Sture, and M. R. Wyczalkowski * 


A study of the Yugoslav economic situation and system was undertaken 
by a Fund Staff Mission which visited Yugoslavia between September 26 and 
November 12, 1951. This paper is a revised version of part of the mission's 
report presented to the Executive Board of the Fund. 

The mission’s visit coincided with the beginning of the transition period in 
Yugoslavia from the old to the new economic system, characterized by the 
most intensive changes in economic organization. These changes could not 
be closely followed and appraised from Washington. However, the available 
information indicates that Yugoslavia, at least until the middle of 1952, did 
not deviate from the basic philosophy of the new economic system. This 
paper may therefore claim to present correctly the meaning of the changes 
and the broad lines of the intended new economic organization. 


Basic Meaning of the Change 


HEN AFTER THE WAR a new regime was established in 

Yugoslavia by the Communist party, it accepted Soviet eco- 
nomic techniques for the achievement of its social and economic goals. 
This was natural, as the U.S.S.R. was the one country where it could 
be maintained that Marxist principles were already in operation. For 
practical purposes other denominations of the communist creed did 
not matter. The Soviet model of the Marxist economic system and 
the Soviet techniques were assumed to be the best, simply because 
they were the only ones in existence. 


* Mr. Mladek, Acting Director of the European and North American Depart- 
ment, is a graduate of the Masaryk University in Czechoslovakia. He was con- 
nected with Czechoslovak industrial concerns and later was Director of the 
Currency and Banking Department in the Ministry of Finance and Executive 
Director of the National Bank of Czechoslovakia. During the war he was a dele- 
gate to various international conferences, including Bretton Woods. He served in 
the Fund as Executive Director until 1948. 

Mr. Sturc, Assistant Director of the European and North American Depart- 
ment, is a graduate of the University of Bratislava and the University of Chicago. 
He was formerly Deputy Director of the Czechoslovak Government Informa- 
tion Service in the United States, and a member of the Czechoslovak delegation 
to the Bretton Woods and San Francisco Conferences. 

Mr. Wyczalkowski, Chief of the Central and Eastern European Division, was 
educated at the Academy of Commerce, Warsaw, and the London School of 
Economics. He was formerly deputy Professor and deputy Rector of the Acad- 
emy of Commerce, Warsaw, and Director of the Research Department of the Na- 
tional Bank of Poland. He is the author of Money in the Capitalist System and 
in Planned Economy, Vol. I, and Economic Institutions of the United Nations, 
both in Polish. 
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There are some indications that, as soon as the first enthusiasm for 
Soviet economic techniques cooled off, the Yugoslavs came to the con- 
clusion that in certain respects they could have done better. Accord- 
ing to the Yugoslavs, disagreement on economic concepts was one of 
the reasons for the rift with Cominform countries. Certainly, when 
the rift came, Yugoslav political and economic leaders openly mani- 
fested their lack of confidence in the master economic system of the 
Soviet type, and having embarked on criticism of the system they 
inevitably had to criticize also their own economic organization. They 
found it deficient, wasteful, and incapable of promoting social progress, 
and eventually rejected it with the same vigor with which they had 
accepted it a few years earlier. 

The Yugoslav economic and political leaders are determined that 
the new economic system being introduced in Yugoslavia should not 
depart from the Marxist concepts of social and economic development. 
In the minds of its designers, the new system is not a recession 
from communist doctrine. Marx, they claim, did not present a blue- 
print to show how the socialist system (representing the transition 
stage in the necessary development toward communism) was to func- 
tion. The Soviet Union did not discover any such blueprint either and, 
in fact, according to the Yugoslavs, the organization of its economy 
involves a denial of basic Marxist principles. As for the present, the 
more correct interpretation, in their view, is the new Yugoslav system. 

Basically, Marxism remains the common creed of the Soviet Union 
and of Yugoslavia. At least two of the elements present in all coun- 
tries in the Soviet bloc are maintained in Yugoslavia: the Communist 
party’s monopoly of political leadership and the emphasis on collec- 
tive ownership of the means of production. However, the Yugoslavs 
are less inclined in their interpretation of Marxist teachings to accept 
or create unchangeable dogmas, and the methods by which communist 
goals are to be attained are different under the new system in Yugo- 
slavia from those employed by the Soviet system. Possibly the most 
important difference is in the significance attributed to the state. In 
the Soviet Union, the state assumes an all-important role for achiev- 
ing communist social and economic goals. The lives and economic 
activity of Soviet citizens are subjected to a very high degree of de- 
tailed regulation. The Yugoslavs call the Soviet system “caste capi- 
talism,” meaning control by a caste of omnipotent bureaucrats. In 
Yugoslavia there seems to be much less confidence than in the Soviet 
Union in the omnipotent government and in its ability to bring about 
the metamorphosis of the economic man into an altruistic being. In 
the new Yugoslav system the state will have a less significant role. 
Administrative functions are to be decentralized, and initiative in eco- 
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nomic and social policy, to a large extent, shifted to individual enter- 
prises; as supervisory authorities, the organs of local government seem 
to have gained in importance at the expense of the central govern- 
ment. Parallel to the decrease in the preponderance of the state, there 
is a tendency to assure more freedom of action to individuals, and to 
show more confidence in individual initiative and in man’s capacity 
to develop in conditions that are less regimented than in the US.S.R. 

In the sphere of economics the most important difference between 
the Soviet approach and the Yugoslav approach is that, while Soviet 
leaders seem to have completely ignored economic principles and eco- 
nomic automatism, substituting for it the conscious planning of almost 
every detail of economic life, the Yugoslavs recognize the usefulness 
of a certain automatism in economic development, which in the regu- 
lation of economic life cannot be completely replaced by planning. 
Therefore, while in the U.S.S.R. there is no climate for the develop- 
ment of any objective economic thinking, such a climate may be 
created in Yugoslavia. 

The elimination from Yugoslavia of xenophobia of the Soviet type 
also makes progress in this respect easier. The Soviet Union has closed 
its frontiers to all foreign influences, and restricted not only the travel 
of its people but also the penetration of ideas from abroad, because 
of the continuous fear that the population might become infected by 
western ideas. The Yugoslavs seem more sure of themselves and less 
worried that they will lose the purity of their communist principles 
through contact with western ideas. They claim that their system 
must combine the advantages of the capitalist economic organization 
and of the Marxist doctrine. In this they seem to remember Marx’s 
praise for the efficiency of capitalist organization. 

The changes now contemplated in Yugoslavia mean not only the 
introduction of a new and rather experimental economic system which 
in many respects is reminiscent of some of the earlier writings on 
“free” socialism; they may also be considered as evidence of the 
artificiality of Soviet thinking and Soviet ideology on the one hand, 
and of the strength of noninstitutional economic laws on the other. 


Working of the Soviet Economic Model in Yugoslavia? 
Planning of production 


At the time of the break in relations between Yugoslavia and the 
Soviet bloc, the movement toward establishing a Soviet economic 


1The working of this model in the USS.R. is more fully analyzed in “The 
Soviet Price System and the Ruble Exchange Rate,” by Marcin R. Wyczalkowski, 
Staff Papers, Vol. I, pp. 203-23 (September 1950). 
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system had gone further in Yugoslavia than in any other member of 
the Soviet bloc, except the U.S.S.R. itself. Any remaining differences 
between the Yugoslav and Soviet systems were believed to be only tem- 
porary and were expected to disappear as soon as conditions war- 
ranted. The main difference was that, while in the U.S.S.R. agricul- 
ture was (with insignificant exceptions) collectivized, in Yugoslavia 
more than 75 per cent of the cultivated land was (and still is) in the 
hands of private farmers. 

By the summer of 1948 the management of the Yugoslav economy 
had become completely centralized and was undertaken by a huge ad- 
ministrative apparatus. From the early months of 1947 the whole eco- 
nomic activity of the country was determined by plans, which were 
elaborated in the form of a Five-Year Plan. This Five-Year Plan was 
more strictly defined by annual plans, which were further subdivided 
into rigid quarterly plans, and, if there had been no break with the 
USS.R., five-year plans might have been expected to follow each other, 
as in the Soviet Union. 

The Plan regulated the activity of each enterprise in a detailed 
way. It established the output and prices of all primary agents of 
production, regulated their allocation, and set the volume of produc- 
tion for each enterprise. Deviations from the planned figures were, 
in practice, unavoidable. Such deviations were welcomed when they 
meant an overfulfillment of the Plan, while underfulfillments were 
deplored. 

Regulation of the volume and the commodity composition of agri- 
cultural production was much more difficult than that of industrial pro- 
duction, because of the importance of natural conditions and of the 
predominantly private ownership of land. However, by means of sow- 
ing plans enforced in villages and compulsory collection of agricul- 
tural produce, the Government to a significant extent influenced the 
commodity composition of both crops and animal production. 


Cost and price formation 


Under this system the market principle was almost completely 
ignored in the formation of prices. There were no prices for those 
agents of production which can be summarized under the general term 
“nature,” and a price for capital, i.e., an interest rate, was also largely 
absent. This was a consequence of the Marxian doctrine that the only 
source of value is labor. 

Where labor is regarded as the only source of value, the monetary 
expression of value, i.e., the prices of goods, ought to depend on money 
wages and on the quantity of labor used. As in the Soviet Union, such 
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a method of pricing was never used, since it is impossible to apply it 
in practice. Nevertheless, one feature of the labor theory of value was 
used in determining the prices at which enterprises sold their produce. 
These prices (cost plus established profits) were determined by supply 
conditions alone, while demand was not permitted to exercise any 
influence. 

The prices of raw materials were established on the basis of planned 
current cost of production, the elements of which were also fixed 
(prices of materials were fixed strictly and wages within certain 
ranges), plus an arbitrarily set amortization of existing capital, plus 
a markup for profits defined as a percentage of costs. The demand 
and supply of any producers’ goods in short supply were not adjusted 
by increasing their price above average production costs plus a rigidly 
fixed markup for profits, but by an arbitrary reduction by the plan- 
ning authorities of the quantities requested by individual enterprises 
in their original detailed “plans,’”’ which served as one of the bases of 
the total plan. If an enterprise included, for example, three plants, 
each with different conditions of production, and therefore different 
costs of production, the price at which the enterprise had to sell its 
produce was not equal to the marginal cost, or to the average cost of 
the marginal plant, but to the average of the costs of production of 
all three plants. This led to the formation of different prices for the 
same goods in different parts of the country, though these prices were 
to a great extent equalized by central selling organizations. 

The same method of cost and price calculation was applied to fin- 
ished goods and consumers’ goods. However, in the formation of 
prices of consumers’ goods another element was added—the turnover 
tax, which in the case of producers’ goods was either absent or with- 
out any significance. Turnover taxes, imposed on the producer at the 
moment of sale of consumers’ goods (or of such producers’ goods as 
were purchased by the public) to the wholesaler, and varying from 
commodity to commodity, significantly increased the prices of such 
goods. 

Most industrial consumers’ goods were distributed to the popula- 
tion within the rationing system at prices calculated in this manner 
(or sometimes at prices which were below costs of production). The 
remainder were sold at “commercial” prices, which were approximately 
free market prices. As a result of the abundance of purchasing power 
in relation to the total value of goods calculated at low (ration) 
prices, commercial prices were several times higher than the prices of 
rationed goods. 

Agricultural goods were also dealt in at two price levels. The prices 
of industrial crops and of all commodities compulsorily collected by 
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the state were fixed by the state and delivered at these prices to 
processing enterprises or distributed to the population in the form of 
low-priced rations. The balance of marketable surpluses was sold by 
farmers in the free market, where prices, for the same reason as for 
commercial prices of industrial goods, were much higher than those 
fixed for obligatory deliveries. 

Under such a system prices were deprived of their normal func- 
tion as an indicator of what should be produced and in what quan- 
tities, and of what combinations of factors of production should be 
used. Although this system of cost and price formation represented 
only a stage toward the system which in the Soviet economic model 
is considered normal, it was not to be expected that even in the final 
stage these deficiencies would be eliminated. 

Under the Soviet economic system the situation is considered nor- 
mal when there is no rationing and only one prevailing price for each 
consumer commodity. But even in such a situation, consumers can 
scarcely influence the composition of the consumers’ goods supplied, 
and certainly not the commodity composition of producers’ goods, 
which depends exclusively on the decision of the planners. If con- 
sumers’ goods are in short supply, the turnover tax rate is adjusted 
and quantities produced are very seldom changed. 


Distribution of the national income 


In the Soviet-type system of planning, prices were a tool of dis- 
tribution policy, rather than a factor influencing production, and the 
commodity composition of production was fixed by administrative 
means. The Government could, within broad limits, arbitrarily estab- 
lish the division of the national income into consumption and invest- 
ment. In order to do so, it had’ to determine the amounts of invest- 
ment and of consumers’ goods to be produced, and to coordinate the 
output so established with investment construction plans and with the 
total demand for consumers’ goods. In achieving the administratively 
set conditions of equilibrium, the Government had at its disposal the 
powerful tools of a complete control of credit and financial policy and 
of the turnover tax, rationing, and sales at high commercial prices. 

Credits for financing current production were granted according to 
a credit plan which was supposed to be strictly adjusted to the pro- 
duction plan, while investments were financed mostly by the state 
budget in the form of grants (and to a small extent directly out of the 
profits of enterprises and by credits). Thus credits and grants were 
made subject to the physical plan of production; they were not sup- 
posed to exert any active influence on the composition of production. 
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and served only as instruments of the so-called “dinar control” of the 
fulfillment of the production plan. 

Equality between supply and demand for consumers’ goods was 
supposed to be assured by turnover taxes. By changing these taxes 
and correspondingly changing the production and the credit plans, the 
Government could mould the production of investment and of con- 
sumers’ goods. 

In practice, the “dinar control” proved to be ineffective. Credits were 
granted to producers either upon the sale of finished goods, although 
the goods might have been unacceptable to the purchaser, or for financ- 
ing production, irrespective of actual results. The expansion of credit 
meant that there was continually more purchasing power than the 
value of consumers’ goods at fixed prices. To absorb the excess pur- 
chasing power the Government had to increase the volume of goods 
sold at commercial prices at the expense of supplies sold at low fixed 
prices. However, even this was insufficient and a black market de- 
veloped. Thus, in effect, investments were financed partly through 
forced savings. 

The system of planning and of price formation enabled the Govern- 
ment not only to establish the division of the national income between 
investment and consumption but also to regulate the distribution 
among various groups of the population of that part of the national 
income allocated to consumption. The main example was the favor- 
ing of the city population at the expense of private farmers. 

The prices paid for compulsory deliveries of agricultural produce 
were much below the level to which the pressure of the purchasing 
power of the city population would have raised them. On the other 
hand, goods which farmers traditionally desired were scarce because 
industrial production of consumers’ goods was directed mostly to the 
satisfaction of the needs of the urban population. Therefore, farmers 
could obtain many of the goods which they needed only in limited 
quantities or at very high prices. In order to increase their purchases 
of these goods, they had to sell in the free markets in the cities part of 
the limited surplus of agricultural produce left after the fulfillment 
of compulsory deliveries. The result was that the farmers’ standard of 
living was much lower in comparison with that of the urban popu- 
lation than if there had been no compulsory deliveries. This does not 
necessarily mean that the farmers’ terms of trade deteriorated from 
those of the prewar period. The deterioration was definite only in 
comparison with such terms of trade as would have existed if there 
had been no government intervention. It might have been expected 
that the terms of trade would otherwise have been much more favor- 
able for farmers, because after the war about 900,000 people went 
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from villages to cities (which caused an approximate 25 per cent in- 
crease in city population) or to the sites of development projects, 
while agricultural production did not increase. The policy of limit- 
ing the purchasing power of the village population was consciously 
adopted by the Yugoslav Government in order to assure to the urban 
population the standard of living considered necessary for indus- 
trialization and also in order to create agricultural surpluses for export, 
which in turn again served mostly the purposes of industrialization. 


Later the increase in the standing army made this policy still more 
necessary. 


The organization of foreign trade 


Under the postwar Yugoslav economic system foreign trade was a 
state monopoly. Foreign trade transactions were carried out by or- 
ganizations which specialized in certain lines of exports and imports, 
and acted as agencies of the Ministry of Foreign Trade. 

The economic plan provided for a certain total value of exports 
and imports in conformity with the production and investment plan 
and with the requirements of the balance of payments. The plan 
specified the commodity composition of exports and imports, although, 
especially for exports, there were frequent deviations from the plan 
because of the changing availability of goods and of changing con- 
ditions in foreign markets. Exports and imports were assigned to 
individual enterprises, except agricultural exports, which were assigned 
to collection centers for agricultural produce. In conformity with the 
plan, individual enterprises and collection centers were required to 
deliver specified quantities of specified goods at established dates to 
the specialized foreign trade organizations, or to places established by 
such organizations. Foreign trade organizations delivered export goods 
to foreign countries in accordance with trade agreements concluded 
by the Ministry of Foreign Trade, imported goods specified first by 
the plan and then by the foreign trade agreements, and delivered such 
goods to domestic enterprises and distributive organizations. 


The meaning of the exchange rate 


The pricing system that had been adopted made it inevitable that 
domestic prices should be independent of those in foreign markets. 
If the commodity composition of Yugoslav exports and imports had 
been determined by the internal price structure and by foreign prices 
(i.e., if the goods imported were those that, calculated at a uniform 
exchange rate, were more expensive in Yugoslavia than abroad, and 
the goods exported were less expensive in Yugoslavia than abroad), 
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the commodity composition of imports and exports would certainly 
not have been in conformity with the central plan. But since it had 
to be in conformity with the preference scales of the Yugoslav central 
planning authorities, it was likely to be different from that indicated 
by relative prices in Yugoslavia and abroad. The plans of industriali- 
zation and of production were in physical terms, and prices were dis- 
regarded as an indicator of economic decisions. In particular, the 
relative prices of exported and imported commodities had to be dis- 
regarded in order that exports and imports should fit the scales of 
preference of the Yugoslav planner. 

If, under these conditions, a uniform exchange rate had been applied 
to all export and import transactions, the dinar prices thus obtained 
would have deviated considerably from the official fixed prices. Cer- 
tain exporters and importers would have suffered losses, which would 
have had to be covered by the state budget, while other exporters and 
importers would have had extra profits. 

Under a price system of this Soviet type, it was necessary to adopt 
methods for foreign trade transactions in which a uniform exchange 
rate would not be applied. In fact, no exchange rate was applied to 
foreign trade transactions. Foreign trade organizations purchased 
from domestic producers or from collection centers goods destined for 
export, paying for them the domestic prices established by the state; 
and they exported the goods thus obtained and sold them in foreign 
markets at the highest possible prices. The foreign exchange obtained 
was delivered to the National Bank of Yugoslavia at the official ex- 
change rate. In order to import goods, foreign trade organizations 
which specialized in imports purchased foreign exchange also at the 
official rate (mostly in the form of clearing accounts abroad). These 
organizations bought goods in foreign markets at the prices prevailing 
there, and imported them to sell to domestic enterprises or organiza- 
tions at domestic prices. The difficulty of pricing imports of goods 
which were not produced in Yugoslavia, and therefore had no domestic 
price, was solved by making a comparison with the nearest substitute 
and then establishing a price. Transactions between foreign exvorters 
and importers and the Yugoslav specialized foreign trade organiza- 
tions were settled in foreign currencies, and transactions between 
Yugoslav foreign trade organizations and Yugoslav suppliers or pur- 
chasers of exported or imported goods, in dinars. No explicit exchange 
rate was used and implicit exchange rates, of necessity, were multiple. 
The extra profits and losses of producing enterprises and of agencies 
collecting farm products were thus eliminated as a disturbing factor 
in foreign trade transactions. The balance of such profits and losses 
appeared as a total loss or profit (in practice it was always a loss) 
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in the dinar accounts of the foreign trade organizations, and were then 
transferred to the state budget. 

The official exchange rate was, indeed, not completely irrelevant. For- 
eign diplomats, tourists, travelers, and also Yugoslav travelers abroad, as 
well as foreign remitters and domestic recipients of remittances, bought 
or sold foreign exchange at the official rate. The rate was, however, of 
no interest to Yugoslav domestic producers, to purchasers of imported 
goods, or to foreign importers and exporters. It was neither a link be- 
tween the Yugoslav economy and the world market, nor an inter- 
mediary whereby foreign prices and Yugoslav prices influenced each 
other. 


416 INTERNATIONAL MONETARY FUND STAFF PAPERS 


Aftermath of Soviet-Type System and Other Economic 
Conditions 


Legacy of the Soviet economic organization 


The transition from the Soviet type to the new economic system 
is being carried out under difficult circumstances, which to a large 
extent determine the method, timing, and duration of the transition. 
These circumstances have their origin partly in the previous Soviet 
type of organization itself and partly in extraneous events. Except 
for the drought of 1950, the causes of all the other difficulties are eco- 
nomically or politically interrelated and none of the difficulties can 
be ascribed to any single cause. 

The fact that the Soviet type of economic organization was already 
in operation made difficult any speedy transition to a new economy 
based essentially on the market principle. When the decision to intro- 
duce the new system was made, the Yugoslav Government found that 
there was no well-established orientation point on which to base ad- 
justments in economic magnitudes of a kind that would clear the 
ground for the limited operation of market forces. 

The Yugoslav leaders wished to abandon the Soviet system as soon 
as possible, since, as they themselves stated, “every day of its exist- 
ence brought losses to the Yugoslav economy.” On the other hand, 
immediate economic social and defense requirements and the aftermath 
of the period during which the Soviet economic organization had oper- 
ated made it impossible to abandon all controls and to allow at once 
all economic magnitudes to find their appropriate market relations. 





The investment plan 


During the first postwar years there was a substantial recovery 
from the severe devastation of the war. The resources absorbed in 
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reconstruction were considerable. The strain on the economy was, 
however, not diminished even after two years of rehabilitation, for in 
1947 a Five-Year Plan was launched. The Five-Year Plan was not 
merely a program for the rapid and extensive industrialization of an 
overwhelmingly agricultural country. It also aimed at equalizing the 
widely divergent economic and social levels of the various parts of 
the country. The economic, social, and cultural differences between the 
advanced republics, Serbia, Croatia, and Slovenia, and the economi- 
cally backward regions of Montenegro, Macedonia, Bosnia and Herzo- 
govina, which resulted from the different historical developments of 
these regions, required that particular emphasis should be placed on 
the location of investment projects, and, accordingly, disproportion- 
ately large investments were planned for the backward regions. As 
it was in practice impossible to maintain different rationing standards 
for different parts of the country, and equally impossible to impose 
the low consumption levels of certain regions upon other regions whose 
standard of living was higher, rationing in fact raised the consump- 
tion standards of some regions above the prewar level, and total con- 
sumption therefore tended to increase. An important part of the Plan 
was also devoted to social investments, mainly in housing, office build- 
ings, schools, student dormitories, theaters, etc., which were to absorb 
some 20 per cent of the total planned investment outlay. 

Investments were begun on a broad front, probably too broad for 
them to be carried out even with considerable foreign aid. Yugoslavia 
hoped that such help would be forthcoming from her eastern political 
allies. This expectation was not entirely fulfilled, however, since no 
aid in the form of unrequited exports was provided by these allies. 
Some valuable supplies were received during the first two years of the 
Plan, and were paid for by Yugoslav exports consisting in part of goods 
which it would have been difficult to place in other markets. 

The heavy investment program resulted in large population shifts. 
By May 1948 employment in industry was 64 per cent higher than in 
1946, when industrial employment already exceeded the prewar level. 
This meant a substantial increase in the demand for consumption 
goods. According to government estimates, the supply of consumers’ 
goods was adequate to sustain an average level of consumption some 
6 per cent higher than before the war. Agricultural reform, which 
shifted farmers from the extremely poor sections of the country and 
increased the numbers operating on cooperative farms, raised the con- 
sumption of the farming population as a whole, and diminished their 
marketable surpluses. 

The conflict of 1948 completely shattered the basis of the foreign 
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contribution to the Yugoslav investment program. By 1950 all trade 
relations between Yugoslavia and the Cominform countries had ceased. 
The progress of the reconstruction program was blocked by failures 
in deliveries, and the expectation of early returns from investment 
turned out to be deceptive. The split with the Cominform countries 
made it necessary to find new sources of long-term credit and new 
export outlets to replace those on which it had previously counted. 

Despite these difficulties, the Government at first decided, for 
reasons which it regarded as decisive, to continue the Five-Year Plan 
essentially as originally conceived. The target for investments in 
1949, originally planned at 88 billion dinars, was reduced to 80 billion 
dinars, and the emphasis of the Plan shifted slightly in favor of in- 
dustries whose expansion would make possible some early relief from 
balance of payments difficulties, e.g., forestry and the mining of non- 
ferrous metals. Only late in the second half of 1949 was it decided, 
without a substantial departure from the original targets of the Plan, 
to prolong the period of its execution to six years. By allowing cer- 
tain already existing capital equipment (in both industry and agricul- 
ture, but especially in housing) to run down, by a considerable utiliza- 
tion of foreign exchange facilities, and by allowing monetary reserves 
to fall well below the safety margin, the Government was able in 1949 
to make new investments to the value of 68.4 billion dinars. 

The catastrophic drought of 1950 brought increased difficulties, and 
in the latter half of the year the Government decided to reconsider 
the objectives and to undertake a far-reaching revision of the Plan. 
The main emphasis of the new “key investment program” was on the 
establishment, as soon as possible, of a balance in Yugoslav interna- 
tional payments at a higher level of trade; on projects that would 
produce in the shortest possible time the largest volume of finished 
goods; and on the expansion of projects that would eliminate bottle- 
necks, i.e., mainly the development of fuel and power industries and 
some transportation facilities. 

The political split with the Soviet bloc entailed a realization of 
the danger of military aggression so that, to the investment and sovial 
expenditures, were added the still more insistent claims of defense upon 
the country’s economic resources. In 1949 national defense already 
absorbed some 14.5 per cent of all available resources, and since then 
the proportion has become greater. The Yugoslav authorities claim 
that, to a large extent, the defense requirements limited the possibility 
of reducing the investment plan. They also influenced the structure of 
the reduced “key investment program.” 
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The balance of payments 


The successful fufillment of the original Five-Year Plan was con- 
sidered dependent upon the possibility of financing a balance of pay- 
ments deficit of about $400 million over the period of the Plan, and 
at the same time maintaining a high level of external trade. However, 
the Plan overestimated the strength and flexibility of the machinery 
of economic controls; hence, it overestimated the volume of goods that 
the central collecting agencies could divert from domestic uses to 
exports. Moreover, it did not take fully into account the fundamental 
changes in consumption levels to be brought about by the execution 
of the Plan. The expansion of the urban population and the agricul- 
tural reform increased the domestic consumption of the agricultural 
goods which had traditionally been the largest group in Yugoslav 
exports.? Had these two factors been fully realized, it would have be- 
come apparent (no matter what terms of trade expectations the Gov- 
ernment might have had) that a balance of payments deficit of some 
$400 million would not have been sufficient to enable the country to 
carry out the full original Plan. 

Export receipts were rising, but they did not keep pace with pay- 
ment needs. In 1947 (when large UNRRA aid and reparation ship- 
ments were entering the country) the Government had to break into 
its monetary reserves (estimated at the end of 1946 to be about $80 
million) to meet its current obligations. 

The sudden break with its eastern European neighbors placed the 
Yugoslav economy, in view of the rigidity of the system within which 
it operated, under a most severe strain. The investment activity could 
be continued only if the capital goods could be secured from other 
parts of the world on a loan basis, since exports even of the 1948 vol- 
ume would not have been sufficient to pay for the import needs. In view 
of the commodity structure of its exports—disregarding the time 
element involved in establishing new commercial contacts extensive 
enough to absorb 50 per cent of the previous volume of exports— 
Yugoslavia could not have expected to place in western markets (con- 
fined as they were at that time by severe exchange and quantitative 
restrictions on nonessential goods) any large part of the goods previ- 
ously sold to eastern European countries. 

Despite all efforts, the foreign exchange proceeds from exports fell 
from $302.2 million in 1948 to $192.3 million in 1949, or by 36.3 per 
cent. At the same time, the Government was able to decrease the 
value of imports by only about 8 per cent, from $315.7 million in 1948 


2 A similar decrease in the possibilities of agricultural exports is characteristic 
of all the Eastern European members of the Soviet bloc. 











420 INTERNATIONAL MONETARY FUND STAFF PAPERS 


to $291.4 million in 1949. It was hoped that, if the investment plan 
was revised, and its finance secured on a long-term basis, the deficit 
on current account incurred during 1950 would be relatively small. 
Two factors, however, emerged in 1950 that made the desperate bal- 
ance of payments situation even worse. Political events in that year 
caused the Government to increase its expenditures on the armed 
forces, and a catastrophic drought destroyed the prospects of improv- 
ing the level of exports in comparison with 1949. Instead of expand- 
ing, exports in 1950 dropped 18 per cent below the 1949 level to $158 
million. Despite further decreases in investments, due to the growing 
needs of the army and to the consequences of the 1950 drought, ex- 
ports during 1951 did not reach the 1949 level, though they were nearly 
16 per cent greater than in 1950. 

While export proceeds were low, imports could not be restricted too 
much as army needs were increasing. Only at the cost of serious in- 
ternal disturbances in production and consumption was the Government 
able to cut imports by $59.8 million, or by about 20 per cent, to $231.6 
million in 1950. In 1951, the expansion of aid under an agreement 
with the United States, the United Kingdom, and France permitted 
an increase of imports of about 15 per cent. As the import needs of the 
army were greater in 1951 than in 1950, there could be no further 
significant increase in imports destined for investment or civilian 
consumption. 

In view of the low level of export proceeds and in order to finance 
its import needs, the Government had to increase indebtedness further, 
despite considerable relief aid from the United States on a grant basis 
that covered some two thirds of the current deficit during 1950. By 
August 1950, Yugoslav indebtedness abroad had increased to $180 
million, of which a substantial amount was repayable on short term. 

In the process of revising the investment plan, it was realized that 
the capital goods imports necessary to implement the new limited 
program would still amount to about $200-$225 million. As the bal- 
ance of payments effects of these investments would start to appear 
only in 1954, it was further realized that the country would continue 
to run large balance of payments deficits to cover the current import 
needs of the economy and of the expanding army. 

In view of these facts and in order to help Yugoslavia to protect its 
independence and at the same time enable her to borrow the means 
that would permit the expansion of productive capacity, the Govern- 
ments of the United States, the United Kingdom, and France entered 
into negotiations with the Yugoslav Government to find a solution to 
the problem of its current balance of payments deficit. The outcome 
of these negotiations was that the three Governments undertook to 
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help to finance the deficit of Yugoslavia on current account (except 
for imports of capital goods necessary for the implementation of the 
investment program) during 1951, with the expressed intention of 
continuing such aid in 1952. 


The inflation 


Inflation is apparently an indispensable aspect of the working 
of the Soviet economic model. Even in the U.SS.R. itself, where 
the model is claimed to be perfected to a higher degree than in 
other countries of the Soviet bloc, inflation appears to be periodically 
accumulating. 

In Yugoslavia, the reconstruction and the development plan, the 
rapid and large increase in the city population, agricultural reform, 
and a high degree of equalization of money incomes throughout the 
country at a higher level than the previous average, resulted very 
early in serious inflationary pressures. Although, according to gov- 
ernment estimates, the supply of consumers’ goods was greater than 
before the war, the money supply increased still more rapidly. The in- 
flation was intensified when the supply of consumers’ goods was reduced 
by the consequences of the “blockade” of Yugoslavia by the Cominform 
countries, of increased defense requirements, and of the 1950 drought. 
In 1950, while the supply of consumers’ goods was severely reduced, 
the total wage bill was 11 per cent higher than in 1949. 

The Government was unwilling to increase ration prices as a means 
of absorbing excess purchasing power, and instead widened the scope 
of the hitherto narrow peasant market, on which farmers were per- 
mitted to sell their produce provided that compulsory delivery quotas 
had been fulfilled. Later, certain categories of industrial consumers’ 
goods were made available at high “commercial” ceiling prices on the 
“free market,” without the surrender of ration cards. According to 
official estimates, about 10 per cent of all consumers’ goods reaching 
the market during 1948 were sold at these high prices on the “free 
market.” The relation between the prices of rationed ‘quantities of 
consumers’ goods and “free market” prices of the same goods may be 
illustrated by the fact that in 1949 consumers spent on the free market 
about 40 per cent of their income and obtained from it only 10 per 
cent of total purchases of consumers’ goods. The proportion of the 


total supply of such goods sold on the “free market” was gradually 
being increased. 


Distorted prices 


The inflation further distorted the already complicated and pecu- 
liar price structure inherited from the period during which the Soviet 
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economic organization was in operation. For the purpose of analysis, 
prices under the old Yugoslav system could be divided into two groups: 
prices in the sphere of production, and prices at which the population 
purchased (mostly consumers’) goods. The first category of prices 
was used for producers’ goods in industry, for the calculation of costs, 
and in transactions between producing enterprises and, after the addi- 
tion of turnover taxes, for the producing enterprises selling finished 
goods destined for wholesalers and consumers. The prices at which 
farmers sold their compulsory deliveries to the state should also be 
included in this category. 

Prices of the second category—those directly relevant to con- 
sumers—were diversified. The population (mostly urban) received 
rations at very low prices, but could purchase from farmers certain 
amounts of goods at free market prices and other goods (mostly indus- 
trial) from state stores at “commercial prices,” which approximately 
corresponded to free market prices. 

Since the break with the Cominform, changes in prices have been 
concentrated chiefly in the second category. In the first category, 
changes have been comparatively minor (mostly upward) for prices 
applied in industry; they have been pronounced in only the food- 
processing industry, because of the removal of most of the obligatory 
deliveries of farm produce, and as a result of increases in prices paid 
for the obligatory deliveries that remain—wheat, corn, and fats. In 
agriculture, the changes have been great, as a result of the removal 
of obligatory deliveries, and the scope of low-controlled prices has 
consequently significantly decreased. 


The New Economic System 
Yugoslav approach to the new system 


The new Yugoslav economic system has to function within the 
framework of general social and political requirements as determined 
by the Marxist doctrine and by the country’s present economic struc- 
ture. Work on blueprints for this system has been going on almost 
since the break with the Cominform. All its main features have been 
worked out and agreed upon, but they have not yet been put fully into 
operation. Certain principles have been established only in general 
terms and some important details are still being discussed. Moreover, 
the authors of the new system have deliberately left many details for 
future consideration and decision. They realize that only a trial period 
for the new system will indicate what additional rules may have to 
be introduced or what mistakes there may be in concepts which so 
far have been prepared in an academic way. Since the new system is, 
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to a large extent, based on the market principle, it may be assumed 
that it will contain a series of self-correcting forces. 

In view of these considerations, the present discussion of the Yugo- 
slav economic system must be regarded as the discussion of a system 
whose establishment is desired but is still far from complete. The 
Yugoslavs are convinced that in general it will prove an efficient sys- 
tem, and they are strongly determined to put it into operation. How- 
ever, certain modifications, perhaps even major modifications, may 
be introduced in the transition period. On the other hand, certain 
features of the new system have already been introduced, and it is 
difficult to imagine that the development of the new system could be 
stopped. 


Prices and wages 


The outstanding characteristic of the new economic system is the 
acceptance of the market principle. Prices of consumers’ goods and 
of producers’ goods will be essentially market prices. The principle 
that prices of consumers’ goods will be freely determined in the 
market does not imply that there will be no government intervention 
in their formation. For example, consideration has been given to the 
possibility of a uniform price of bread throughout the country in 
spite of regional differences in the cost of production of bread grains 
and in transportation costs. Prices of certain consumers’ goods and of 
other goods directly bought by the population will also be influenced 
by various kinds of state intervention motivated by both economic 
and social reasons. Nevertheless, prices will not be planned; they 
will only be subject to government intervention and this only in 
certain cases. 

The prices of agents of production will, in principle, be freely formed 
in the market. However, the authors of the new system expect that 
the prices of key raw materials will have to be regulated, at least in 
the initial stages. If prices of certain key raw materials, mostly of 
military importance, are regulated by the state, they will also have 
to be allocated to producing enterprises according to some administra- 
tive principle, and to that extent the market principle will be distorted, 
as indeed it is at present in many capitalist cotintries. 

In contrast with the practice of the Soviet Union, the agent of pro- 
duction, capital, will also have its price; interest rates have already 
been reintroduced in the Yugoslav economy. Statements by the Yugo- 
slav authorities suggest, however, that the formation of the interest 
rate is likely to be under government influence. 

Great changes are planned in the system of wages and salaries. The 
Soviet concept of wages has been rejected, but the formation of wages 
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will be different from that of capitalist countries. The earnings of 
workers and salaried persons are to be paid in the form of money, 
Under the previous system, an important part of their remuneration 
was given in the form of services free of charge or at prices much 
below cost. Under the new system, the volume of services thus dis- 
tributed will be drastically curtailed. Workers and salary earners will 
have to pay full housing rents, pay contributions to their social and 
health insurance, and pay for tuition in schools. The consumption of 
electricity, gas, and transportation will not be subsidized by the Gov- 
ernment. This will enable workers to widen the area within which they 
can freely choose what to buy and how to spend their earnings, and will 
put the production of services on a sounder economic basis. 

The earnings of those employed in enterprises are to be composed 
of two parts: permanent wages and variable wages. Permanent wages,’ 
which will vary according to the skill, education, and responsibilities 
of workers and employees, are to be established by state regulation 
and represent the minimum wages which workers and salary earners 
in producing enterprises must receive, even if they are unemployed 
for reasons other than their own choice. Permanent wages, however, 
will not be unchangeable. A so-called “fund of permanent wages” is 
to be established for each enterprise, on the basis of certain estimates 
of total employment in the enterprise.* If the enterprise or its man- 
agement succeeds in reducing the number of employees, the permanent 
wage fund will remain unchanged, so that per capita permanent wages 
will increase. Similarly, if the number of workers is increased above the 
standard level of employment, per capita permanent wages will fall, 
within certain limits. 

Variable wages are to be paid out of profits. In November 1951 the 
Yugoslav authorities thought such “wages” would represent as much 
as 30-40 per cent of total earnings.’ They are supposed to be dis- 
tributed according to a schedule, which, as for permanent wages, de- 
pends on qualifications, experience, and responsibility. A certain part 
of variable wages is to be distributed in the form of premia for out- 
standing performance. 

The allocation to wages of a large share in the profits of enterprises 
will not necessarily m&ke total earnings of workers and employees 
larger than they would have been under a capitalist wage system, for 
the diversion of part of profits to wages is achieved by cutting down 


3 Permanent wages are now officially described as “minimum wages.” 

4In the wage funds now operating there is no distinction between permanent 
(“minimum”) and variable wages. 

5The present share in total wage earnings of earnings paid out of profits is 
not known. 
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what in the strict sense of the word would be regarded as wages in 
a capitalist economy and by converting it into a share of profits. 

The authors of the new system consider that, in order to create 
work incentives, and incentives for improving the standard of edu- 
cation, there has to be a considerably greater differentiation of indi- 
vidual earnings. Toward the end of 1951 the highest earnings in indus- 
try were about four times the lowest earnings. It is intended to apply 
the principle of differentiation also to wages and salaries in institu- 
tions and in the government administration, where, as in the capi- 
talist countries and, for that matter, in the U.S.S.R., there is nothing 
corresponding to “variable” wages. 

The Yugoslav Government intends that the part of earnings which 
are in the form of family allowances will continue to be financed by 
the Government. Salaries and wages, therefore, will be paid irrespec- 
tive of the size of the family, so that compensation for performance 
and position may be the only consideration in determining them. 


Position of the consumer 


The position of the consumer in the new economic system will, in 
principle, be the same as in a free capitalist economy but, in practice, 
it will be affected by state policy, as in capitalist countries, but prob- 
ably to a larger degree. Certain parts of the profits of enterprises will 
be put aside for special funds, from which collective expenditures will 
be financed for housing projects, nurseries, libraries, etc., for the work- 


ers and employees of a particular enterprise. 


Since the formation of prices of both consumers’ and producers’ 
goods will be based on the market principle, it follows that under the 
new economic system “consumers’ sovereignty” will prevail. Consumers’ 
preferences, expressed through the market prices of consumers’ goods, 
will be transmitted to producers via the system of prices in that mar- 
ket; in response to the price indications thus given, producers will 
change the composition of production of consumers’ goods. Con- 
sumers will decide how much of their earnings they will save and how 
much they will consume, but “consumers’ sovereignty” over the alloca- 
tion of national income as a whole between consumption and invest- 
ment will be limited, as indeed it is in most capitalist countries, where, 
however, the responsibility for such over-all decisions is not concen- 
trated in the hands of the Government to anything like the extent 
required by the Yugoslav system. 


Organization of enterprises 


The “independent enterprise” is the backbone of the new Yugoslav 
economic system. It is to be a profit-making institution, most use- 
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fully to be compared to a cooperative where all employed are mem- 
bers, or to a joint stock company whose shares belong to the employees 
and whose profits affect salaries and wages directly. An enterprise 
will usually be composed of one plant. This differs from the practice 
in the U.S.S.R., where enterprises are in most cases composed of sev- 
eral plants, especially when plants are small and belong to the same 
branch of industry. However, in certain cases Yugoslav enterprises 
will be composed of more than one plant, especially when the main 
plant has a number of subsidiaries. 

The Government will not interfere with the current performance 
of an enterprise, but will establish general rules and regulations for 
all enterprises and exercise a general, though infrequent, control over 
the fulfillment of those rules, and over books for tax purposes. 

The administration, i.e., the governments of the republics which 
exercise certain powers defined by their respective parliaments, will 
establish minimum contributions (out of net profits, before taxes) to 
an obligatory minimum investment fund, and that part of profits 
which is to be distributed among workers and employees. It will also 
determine the so-called “social contributions,” i.e., government shares 
in net profits of enterprises, or, in other words, profit taxes. 

Enterprises are owned by the state, but will be administered as a 
quasi-trusteeship by the workers and employees within the frame- 
work of the general rules described above. All the workers and em- 
ployees of an enterprise will elect once a year a “social council,” of 
approximately one third of all workers and employees. The social 
council will then elect a managing group called an “administration 
board,” as well as the manager of the enterprise and his deputies. The 
manager and his deputies will belong ex officio to the administration 
board. Neither the members of the social council nor of the admin- 
istration board will be remunerated for their services on the council 
or board. All members must be employed in the enterprise and have 
duties connected with its normal functions. Special regulations insure 
that in factories which employ mostly workers the majority of mem- 
bers of the council and of the board should also be workers. 

The social council, within the general framework established by 
the labor union, will decide on the distribution of that part of profits 
which may be used for variable wages, on the distribution of premia, 
on the utilization of special funds for investments (above the obliga- 
tory minimum investment fund), on housing, etc. The administra- 
tion board will be responsible for the current work of the enterprise, 
appoint specialists for higher jobs on the recommendation of the 
manager, and decide the commodity composition of production and 
the selling policy of the enterprise. The functions of the manager thus 
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appear to be quite limited. However, this is not the intention of the 
new system. The manager is supposed to be free to make technological 
and business decisions, sucl®as marketing and purchases of materials. 
If there is disagreement between the manager and the board of admin- 
istration, the manager may still proceed according to his decision until 
the matter is settled either by the social council, if the problem falls 
under its jurisdiction, or by the state administrative authorities, if 
there is a question of interpretation of state rules and regulations, or 
if it concerns taxes, the minimum investment plan, etc. 

Individual enterprises may be members of associations organized 
separately in each republic, with advisory functions. These associa- 
tions will serve as a platform for the exchange of ideas, and will pub- 
lish recommendations on the organization of labor, technological proc- 
esses of production, distribution of incentive premia, etc. They will 
also coordinate the investment activities of individual enterprises, but 
only by means of recommendations. Associations are not to become 
trusts or concerns, and membership is not compulsory. For example, 
in Serbia, the interested groups decided that the functions of associa- 
tions may be successfully performed by existing institutions which 
organize inquiries into the work of enterprises and publish the results, 
and that associations are not necessary. 


Equilibrium of an individual enterprise 


From the principle of market prices for agents of production, it 
follows that each enterprise will have an opportunity to buy the most 
advantageous combination of agents of production and at the most 
advantageous prices under conditions of competition. Both techno- 
logical decisions affecting the combination of agents of production and 
economic decisions based on consideration of the prices of both agents 
of production and finished products will be taken by the manage- 
ments of individual enterprises, and the Government will not interfere 
with these decisions. 

It appears, therefore, that under the new Yugoslav economic sys- 
tem the equilibrium of an individual enterprise is to be attained in 
the same way, and will be established at the same point and with the 
same volume of production, as in a free capitalist system. However, 
the wage system to be adopted in Yugoslavia makes it possible that 
equilibrium wil! be established at some different point. The real differ- 
ence between a Yugoslav enterprise and an enterprise in a capitalist 
economy, and especially an enterprise of the kind normally discussed 
in terms of the theoretical economic model, is that, while the entre- 
preneur in a private capitalist economy is motivated in his decisions 
mostly by maximization of profits, there is in the Yugoslav enterprise 
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no individual entrepreneur, the function of entrepreneurship being 
entrusted instead to the personnel of the enterprise. Workers and 
employees, however, are not entreprenetfrs in the full sense of the 
word, since they draw their incomes not only from profits but also 
from permanent (“minimum”) wages. Their decisions will be moti- 
vated by the desire to maximize individual or per capita earnings. 
Under such a system the equilibrium point of an individual enterprise 
may be attained at a volume of production different from that estab- 
lished in an identical enterprise under the theoretical model condi- 
tions of a capitalist economy. Even in a capitalist economy an indi- 
vidual enterprise does not as a rule establish the volume of production 
exactly according to the principles of the theoretical model. 

Theoretical analysis based on the information now available does 
not permit any definite conclusion as to whether the volume of pro- 
duction of an individual enterprise under the new economic system 
will be below or above the economic optimum. The actual performance 
of Yugoslav enterprises may be judged only when the new system is 
put into operation. 

A more important question is whether the new wage system will be 
acceptable to workers and employees, and whether it will prove sound 
and efficient. When workers and employees become shareholders, they 
also become risk bearers, to the extent of their “variable” wages. Since 
the work of enterprises is to be based on the market principle, it is 
inevitable that certain enterprises or whole branches of industry will 
sometimes suffer from more or less prolonged sectional depressions, 
and at other times enjoy market booms. This will necessarily cause 
variations in the earnings of workers and employees. Such variations 
may be eliminated by various means, but this would mean the aban- 
donment of the principle that workers are something more than hired 
labor. The question remains, therefore, whether workers prefer security 
or a chance of somewhat higher earnings combined with some measure 
of entrepreneurial risk. The Yugoslavs believe that the new system 
will create in the workers a feeling of attachment to the enter- 
prises run by them, and of responsibility for the performance of the 
enterprises. 

The problem of workers’ shares in profits is not new. It has been 
intermittently discussed for more than a century and no satisfactory 
solution has yet been found. But the lack of a solution by no means 
proves that the concept is wrong. Yugoslavia has now entered an 
experimental path which, if followed too hastily, might lead to serious 
losses. The Yugoslavs, however, do not appear to approach their new 
concepts in a doctrinaire spirit, and they may be expected to take 
advantage of the transition period to make such corrections as experi- 
ence shows to be necessary. 
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Equilibrium of an industry 


Since all individual enterprises will compete for agents of produc- 
tion in a free market, a tendency is to be expected toward equality in 
the profits of enterprises and of the various branches of industry. 
Enterprises with exceptionally high profits will expand production, or 
new enterprises will be built in the same industry from investment 
funds accumulated there or from funds provided by banks out of 
corporate and private savings. 

The market principle requires that unhealthy enterprises should be 
eliminated, and the Yugoslavs consider it necessary to reintroduce the 
institution of bankruptcy for individual enterprises. This concept does 
not seem to have been completely worked out. If the bad performance 
of an enterprise is the result of incompetent management and the negli- 
gence of workers, the defaulted obligations will probably have to be 
paid out of accumulated funds (but not from the minimum investment 
fund) at the expense of all the workers and employees. If difficulties 
are the result of a permanent change in demand, workers would have to 
be subsidized until they found new employment, the enterprise being 
liquidated, either gradually or at once. 


Agriculture 


The intention of the Government and of the Communist party of 
Yugoslavia is to proceed with the collectivization of agriculture. Vol- 
untary collectivization is stressed. The difficulty is that in order to 
attract peasants to collectives, they must be given certain privileges 
(lower tax rates, deliveries of fertilizers and implements at lower prices, 
ete.), which result in a smaller agricultural marketable surplus. If, on 
the other hand, collectivization were to be pursued by forceful methods, 
production would decrease and there would again be smaller market- 
able surpluses. 

By the middle of 1952 all farms, whether private or collective, had 
been freed from the obligation to deliver agricultural produce (except 
raw wool) to the state at prices established by the Government, and 
were permitted to sell their produce and ouy other goods on the free 
market. It is thus intended that agriculture also should work accord- 
ing to market principles. It may be expected, however, that prices 
both of agricultural goods and possibly of the most important goods 
bought by farmers will be influenced by government policy aiming at 
a desired distribution of the national income. The system of wages in 
the collective farms is similar to that in industrial and commercial 
enterprises. Wages are no longer paid in kind, and any goods produced 
on the farm which farm workers need have to be purchased by them 
at the farm “stores.” 
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Finance and banking 


In the organization and structure of public finance in Yugoslavia, 
two trends may be observed: decentralization and a decrease in the 
scope of government budgets. 

Under the decentralization program, the budgets of the republics 
and local budgets will cease to be integrated within the federal budget. 
The federal budget will be responsible only for federal taxes and federal 
expenditures. The budgets of the republics will be carried out inde- 
pendently of the federal budget, on the basis of decisions by the parlia- 
ments and governments of the republics. Subsidies to the budgets of 
certain republics will have to continue, and the surpluses of the budgets 
of other republics will, therefore, have to be paid into the federal budget, 
but on a much smaller scale than under the old system. 

Under the old system, which in this respect is still in operation, the 
budget (mostly federal) was a collection center for almost all the 
profits of enterprises, all taxes, revenues (practically gross) of insur- 
ance, and loans subscribed by the population. It financed almost the 
whole investment program, the losses of state enterprises and of 
foreign trade organizations, and the expenditures (practically gross) 
of insurance. Under the new system, the scope of the budget will be 
greatly reduced for investment financing and, therefore, the collection 
of investment funds will be almost completely withdrawn from it. In- 
vestments will be financed mostly by enterprises and by banks, the 
federal budget retaining, however, the financing of purely defense 
investments. The scope of the budget will be further reduced by the 
elimination from it of insurance, the losses of enterprises (except in 
unusual cases) , and many gross entries under both revenue and expendi- 
ture. Taxes on wage and salary earners will appear as a new fiscal 
feature. This becomes necessary because earnings will not be regu- 
lated by the state and no upper limit is imposed on them. 

Banks, under the old system, were instruments for the execution and 
control of production and investment plans. Under the new system, 
also, they will remain under strong government control and the Na- 
tional Bank of Yugoslavia will be the only source of short-term credit. 
The controls will, however, be primarily instruments of general eco- 
nomic policy and not of strict administrative planning. 

The State Investment Bank and the State Bank for Financing Agri- 
cultural Cooperatives have recently been incorporated in the National 
Bank of Yugoslavia, which thus became, with the exception of local 
cooperative savings institutions, the only bank in the country. How- 
ever, new banks may be created, e.g., by certain branches of industry, 
and there may thus be some decentralization and specialization of 
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banking. Banks and their branches will collect investment funds and 
all the permanent funds of enterprises, and will pay interest on such 
deposits. From these resources, banks will make long- and short-term 
loans, for which interest will be charged. 

The method of granting credits will be completely changed. They are 
to be based on creditworthiness rather than determined by a govern- 
ment plan. Within the limits of the rules laid down by the state, 
banking policy will be established by boards, whose members will be 
recruited from various sectors of the economy. Each board will advise 
the manager of the bank in matters of credit policy, which will, how- 
ever, be rather strongly influenced by the Government. 

Although the interest rate will be influenced by the Government (the 
Government may also establish different interest rates in order to favor 
certain projects), it will approximately correspond to market condi- 
tions, since the intention is to set interest rates at a level that will 
assure equilibrium between the supply of capital and the demand for it. 


Planning and automatism 


Under a system based on the market principle, the scope for planning 
is inevitably much narrower than under the old system. A symptom 
of this change has been the abolition of the Central Planning Commis- 
sion, which used to be the most powerful instrument for the bureau- 
cratic management of the economy. 

One feature of the old system of planning—the presentation of daily, 
weekly, fortnightly, monthly, quarterly, and annual reports on the 
performance of enterprises to many controlling agencies, banks, plan- 
ning commissions, local governments, republican governments, and 
the federal government—has been abolished. Enterprises will, how- 
ever, be obliged to present an analysis of their situation when applying 
for credits; they also have to present annual balance sheets to branch 
associations, to banks from which they obtain credits, and to republican 
governments. 

The state will influence economic policy through the enforcement 
of general policy measures rather than in the form of planning. To 
a large extent, plans will have to be replaced by estimates of the ac- 
tivity of various sectors of the economy. For example, under the 
limited market principle, financial planning will be substantially re- 
duced, as in capitalist competitive economies, to estimates of revenue 
from taxation and other sources. 

The importance of planning (as distinct from economic policy meas- 
ures) will be greatest in the field of investment. It may be assumed 
that future governments will continue a policy of industrialization. 
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On the other hand, workers and employees can scarcely be expected, 
under a system where the accumulation of private wealth is strictly 
limited, to be eager to enlarge their enterprises at the expense of, for 
example, their housing facilities. To assure the desired size of invest- 
ments, the Government may regulate the minimum obligatory invest- 
ment funds in enterprises, increase income taxes, and limit the real 
earnings of the population by means of sales taxes. Investments may 
also be planned to ensure the direction of investment funds to desired 
projects. 

The discarding of the concept of an omnipotent plan will widen the 
scope of the automatism of economic laws. Self-correcting forces will 
emerge and the managers of enterprises will be provided with indica- 
tors of action. The actual performance of the new economic system 
may, however, suffer for some time, especially in comparison with coun- 
tries with a long tradition of entrepreneurship, from the lack of experi- 
enced managers. While bearing this in mind, the Yugoslavs believe 
that in the long run lack of skill and experience will be a much less 
important limiting factor than it was under the old system, which seemed 
to postulate an almost superhuman competence on the part of the 
planners. 


The Transition 
The timetable 


The Yugoslav Government decided to introduce the new system by 
stages, and to survey the economic situation at each stage in order 
to make necessary corrections and to decide how soon it would be 
feasible to pass over to the next stage. Such an approach, indicating 
a cautiousness which is found to be necessary in view of the experi- 
mental features of the new system, makes it impossible to construct, 
at the present, a detailed timetable of the changes. 

It is nevertheless certain that, because of its nature, the new sys- 
tem may be considered to be in operation only after production is 
brought through the price mechanism into full contact with demand. 
Therefore, the unification of the existing multiple price levels is a 
most important prerequisite of all other internal changes. As long as 
there are multiple price levels, with all the unknowns that this entails, 
the new system of wages and of investments (above the minimum 
obligatory investment fund) by enterprises cannot be adopted in full. 

Even after the unification of widely divergent price levels, the Yugo- 
slav Government will not be able, and in fact it does not intend, im- 
mediately to introduce fully the principle of free decisions as a basis 
for the functioning of enterprises. Wages, both permanent (“mini- 


6 By the middle of 1952, enterprises were, however, reported to be almost com- 
pletely free. 














th ies i SIN at Nt 











THE CHANGE IN THE YUGOSLAV ECONOMIC SYSTEM 433 


mum’) and variable, will have to be frozen for a certain time by the 
state, workers will have limited freedom in distributing profits, and 
managers of enterprises will continue to be appointed by the Govern- 
ment.? Only after the system settles down will new principles of dis- 
tribution of profits be put into force, and only when workers and 
employees of enterprises learn more about how to run enterprises will 
they appoint managers. 

The transition also involves difficult financial problems. Turnover 
taxes will be abolished as a main source of budgetary revenues and 
taxes on (variable) wages and on profits (“social contributions”) will 
be introduced instead. 

Therefore, it seems necessary that the unification of price levels 
should precede the introduction of the other elements of the new sys- 
tem, although in certain spheres they may be put into operation before 
the final unification of prices—if such unification is achieved gradually. 


Unification of price levels 


The price situation that existed toward the end of 1951 was already 
a result of certain steps taken in accordance with the policy of unifica- 
tion. However, the Government did not want an early complete uni- 
fication. First of all, in view of the inflationary pressures, and later 
also of the drought, it would not have been possible to maintain uni- 
fied prices at a stable level. Secondly, although the Yugoslavs very 
soon came to the conclusion that the economic system had to be 
changed, they were not yet ready with the concept of a new system. 
Therefore, the unification had to be postponed until it could be com- 
bined with the introduction of a new system. A complete unification 
would have involved changes in wages and, therefore, costs of pro- 
duction. But the principles of the working of enterprises had to be 
changed too—in a direction that was still unknown. Therefore, the 
old system and elements of cost calculation—unsatisfactory as they 
were—had to be temporarily preserved so that the whole productive 
apparatus would not be hampered by too many uncertainties. On the 
other hand, the maintenance of a system under which rationing proved 
to be costly, inefficient, and of receding importance, while the scope 
of the market with free prices was increasing, could only increase the 
complications existing in the Yugoslav economy. 

The Yugoslav authorities found an ingenious temporary solution for 
the problem. While in industry costs continued to be calculated as 
before, i.e., on the basis of unchanged wages and prices of other agents 


™The reorganization is reported to have reached by the middle of 1952 the 
stage where managers were elected by the employees of an enterprise. 
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of production, in the distribution apparatus free market prices were 
extended to all consumers’ goods (but not to services). The method 
used for the achievement of this purpose was as follows. 

Ration cards were gradually replaced in 1950 by so-called coupons 
which were issued to wage and salary earners in two forms: industrial 
commodity coupons and foodstuff coupons. These coupons were de- 
nominated in currency and, apart from the limitation that each cate- 
gory could be used only in the sector indicated by the name of the 
coupon, they could be used freely for any commodity chosen by their 
owner. A recipient of such coupons was entitled to receive an 80 per 
cent discount on the price of consumers’ goods, so that he was buying 
such goods at 20 per cent of the free list price. To illustrate: When the 
free market price of a yard of fabric was 1,000 dinars, he could buy 
it for 200 dinars upon the surrender of 200 industrial coupons. For 
a food coupon he could buy foodstuffs at the same discount rate. At 
the time of introduction of the coupons, the “20 per cent” price approxi- 
mately corresponded to the prices at which rations were previously 
allotted to consumers. 

At the same time the coupons introduced earlier for farmers started 
to be issued in larger quantities for the voluntary deliveries of agri- 
cultural produce at low prices (corresponding to the prices of obliga- 
tory deliveries). These entitled the farmers to a 65 per cent discount 
in their purchases of industrial goods. 

Coupons were issued in quantities which varied according to the 
importance of the position of the salary or wage earner but were 
mainly related to the size of his family. They were paid out not by 
the employers but by the National Bank of Yugoslavia. Therefore, 
they did not influence costs of production which continued to be cal- 
culated as before. Consumers’ goods were delivered by producers to 
trade enterprises at high prices, close to the retail list free market 
prices, leaving the necessary margin for costs of distribution and for 
profits. However, industrial enterprises were not allowed to retain 
the difference between the cost prices and free prices, but surrendered 
it automatically to a “Reimbursement Fund” created for this purpose 
with the National Bank of Yugoslavia. Trade enterprises sold goods 
partly at high prices and partly against coupons at “20 per cent” or 
“35 per cent” prices. The latter transactions involved a money loss 
for the trade enterprises, but such loss was covered by the “Reimburse- 
ment Fund.” 

The abolition of rationing and the introduction of coupons permitted 
the formation of prices of consumers’ goods on the basis of free market 
principles, within certain limitations. The sale of goods by trading 
enterprises at “20 per cent” or “35 per cent” prices was not a direct 
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limiting factor since the difference between such prices and high “100 
per cent” prices was covered by the “Reimbursement Fund.” The 
application of the free market principle was limited, however, by the 
fact that the high free market prices in state stores were regulated list 
prices which responded to the demand only after certain delays. 
Prices were formed absolutely freely only in town markets where 
farmers sold the marketable surpluses of their produce. An indication 
of the different degrees of freedom of price formation in such markets 
and in state stores was the sporadic differences in the prices of identi- 
cal goods (e.g., sugar) sold in these markets. 

The introduction of the free market principle in the formation of 
the prices of consumers’ goods, even though with some limitations, 
permitted prices to be a means by which demand could be adjusted to 
current supply. A change in supply results in a corresponding change 
in high free market prices and, therefore, also of “20 per cent” and 
“35 per cent” prices. Such a market mechanism and the increase in 
the volume of consumers’ goods sold at high prices, from about 10 per 
cent of the total volume of such goods at the end of 1948 to about 40 
per cent in September 1951 and probably about 55-60 per cent in 
November 1951, represented an activation of the suppressed inflation. 


The level of unification of price levels 


The abundant supply of money in relation to the low-controlled 
prices and the size of the wage bill in relation to the current stream 
of consumers’ goods excluded the possibility of the unification of prices 
at the level either of “20 per cent” prices or of the prices existing in 
the production system. The accumulated cash balances in the hands of 
certain groups of the population, the inconvenience of a prolonged 
deflation, and also purely technical considerations were the main rea- 
sons why the Government was not inclined to unify prices at some 
average level corresponding to the existing supply of money and of 
goods. The Government decided instead to unify price levels close to 
the upper level of prices of consumers’ goods, though prices were re- 
duced a little from the peak level of the summer of 1951 by increased 
supplies of goods and by some limited deflationary measures. 

The gradual reduction of rations and the increased scope of the 
“free market” were an early expression of this policy. A further step 
was taken on November 1, 1951, when the issue of food coupons was 
discontinued and the former recipients of such coupons were com- 
pensated in dinars (four times the value of the “20 per cent” price of 
foodstuffs). Food coupons were withdrawn from certain groups of 
the population without compensation in dinars, so that total purchas- 
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ing power decreased even though the prices of certain goods, such as 
textiles, cigarettes, and sugar, were reduced. 

Another step toward the “monetization” of coupons was taken in 
early June 1952, when coupons distributed to farmers, and entitling 
them to purchase industrial goods at a 65 per cent discount, were dis- 
continued. At the same time, compulsory deliveries of farm products 
(except raw wool) at low-controlled prices were abolished. 

The intention of the Government is gradually to “monetize” all 
coupons. Also, within its over-all price policy, an increase in the 
prices of services is planned so as to make them correspond to the 
future unified price level of goods. In October 1951 transportation 
fares and electricity and gas charges were significantly increased, 
though they are not yet in line with the free market prices of con- 
sumers’ goods. Labor unions have resisted the policy of increasing 
the prices of services (especially rents), and the outcome of the argu- 
ment cannot be foreseen. 


The unification of price levels and cost of production 


Price unification will be complete when all coupons have been 
monetized and included in the wage bill, as an element of cost calcu- 
lation. Cost of production will thereby be increased, and the cost 
structure and cost level will be brought into closer relation with the 
free market prices of consumers’ goods. It is not known how far this 
policy has been carried out. When food coupons were removed in 
November 1951, their money equivalent continued to be paid by the 
“Reimbursement Fund” and did not burden the cost of production. 
In the middle of 1952 there were indications that costs had been 
increased by at least a part of the money equivalent of coupons. 

In tackling the problem of price unification, the Yugoslav Govern- 
ment was aware that to leave the prices of agents of production to 
market forces, without some preliminary administrative aid, would 
probably create chaos. It was decided, therefore, that new prices would 
be introduced by government regulation. For finished goods, the exist- 
ing market prices were to remain operative. In November 1951 the 
intention of the Government was that the prices of semifinished prod- 
ucts and raw materials should be established by a backward projec- 
tion of the then existing free market prices of finished goods into the 
prices of the semifinished products and raw materials from which they 
had been produced, and by comparison with foreign prices by means 
of the new rate of exchange. Such prices should serve their purpose 
in the first stage of cost unification, with the expectation that later 
changes would not have to be very large. 
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The System of Foreign Trade and the Exchange Rate ® 


The foreign trade monopoly was abolished, at least nominally, as 
early as the middle of 1951. Foreign trade transactions are conducted 
by authorized individual state enterprises or their associations, by 
associations for the export of agricultural goods, and by special foreign 
trade enterprises. In future, foreign trade transactions will be based 
on price considerations and not on orders issued by the Government 
in the form of a plan. It appears that substantial importance is 
already being given to price considerations, but direct planning has 
not yet been completely eliminated. 

It follows, therefore, that in the final stage of the introduction of 
the new economic system in Yugoslavia the exchange rate should ful- 
fill the requirements usually expected from it in countries with market 
economies. It should resume its functions with respect to exports and 
imports, and continue to be effective for travel and remittances. 
Thus, it will represent a real link between the Yugoslav and foreign 
economies. 

Even before the completion of the unification of the price structure, 
the Yugoslav Government decided that the exchange rate should begin 
to be an active element in the economy and should constitute a link, 
even though to a temporarily limited extent, between Yugoslav and 
foreign prices. As there were no other established magnitudes in the 
economy which could serve as an orientation point in relation to 
which market processes could be developed, the Government decided 
to attach such functions to the new par value. The new par value 
introduced on January 1, 1952 was chosen so as to correspond approxi- 
mately to the expected level of the unified cost and price structure. 

While there are necessarily certain limitations, in the transition 
period, on the functions of the rate of exchange, it should play an 
important part in getting the new system under way. As explained 
in preceding sections, there had been no genuine economic prices for 
raw materials in Yugoslavia; all imported goods reached the produc- 
ing enterprises at artificial, low, fixed prices, and there was a wide 
gap between costs of production and the high prices in the retail 
market. The adjustment of money wages is one major step in lifting 
costs closer to the free market level; the raising of raw material prices 
is another. In this latter respect, a realistic rate of exchange is in- 
dispensable if raw material prices in Yugoslavia are to be related to 
prices in world markets. 

According to the intentions of the Yugoslav Government expressed 
in November 1951, the limitations imposed during the transition period 


8The new change in the exchange system in Yugoslavia introduced on July 1, 
1952 has not been taken into account in this article. 
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on the functions of the rate of exchange would be essentially of two 
kinds: in the first place, the rate may for some time be a less decisive 
factor—from the point of view of enterprises—than after the transi- 
tion period, because the Government would probably not immediately 
allow enterprises full freedom to act exclusively on price considera- 
tions in deciding on exports and imports. It would be more prudent to 
grant freedom of decision gradually in order to avoid damage to trade. 
Furthermore, even after the transition period, the direct influence of 
the authorities on the import side is likely to remain for a number of 
goods in the form of import controls and restrictions. 

Secondly, the price distortions that still exist, and the correction 
cf which requires time, make it unreasonable to expect that in the 
transition period the rate of exchange can be applied directly to all 
foreign trade transactions. If under such conditions the new exchange 
rate were applied directly to all foreign trade transactions, certain 
exports and imports would be too expensive. On the other hand, ex- 
ports and imports of other commodities would bring extra profits. In 
order to prevent a considerable drop in foreign trade, the Government 
would have to cover all losses on foreign trade transactions, while 
extra profits would tend to be dissipated and inflate the Yugoslav 
economy. 

In view of these considerations, the Yugoslav Government decided 
as a temporary measure to create an equalization mechanism. It was 
intended that under such a mechanism some exports and imports would 
receive premia, while taxes would be charged on other exports and 
imports so as to permit the largest volume of foreign trade transac- 
tions and to eliminate both losses to the state and the danger of infla- 
tion. It was further intended that the equalization mechanism should 
be applied to the smallest possible number of commodities and the 
smallest possible volume of exports and imports, and that gradually, 
parallel to the unification of prices and the strengthening of the new 
cost and price structure, the taxes and subsidies would be eliminated. 
When the process had been completed, the exchange rate would repre- 
sent a full link between Yugoslav and foreign prices.® 


®In fulfillment of this program the Yugoslav Government introduced on Janu- 
ary 1, 1952, ie., simultaneously with the establishment of the new par value, a 
number of coefficients to be applied to the parity rate, varying according to groups 
of exports and imports. Although this meant explicit multiple rates, such a system 
represents progress in comparison to the previously existing system where there 
were almost as many implicit rates as there were trade transactions. 




















Currency Unification in Libya 
G. A. Blowers and A. N. McLeod * 


In response to a request from the then United Nations Commissioner in 
Libya, the International Monetary Fund in 1950 seconded two of its staff 
members to advise him on the unification of the Libyan currency in anticipa- 
tion of independence. Their work in Libya and elsewhere extended over the 
period from September 1950 to June 1951, and two progress reports were 
submitted in November 1950 and May 1951. The present paper reproduces 
their final report to the UN Commissioner in Libya with minor editorial 
changes. The final report was submitted after several meetings of experts 
representing the Governments of the United Kingdom, France, Egypt, Italy, 
and the United States. The current situation to which the paper refers is 
the situation in the summer of 1951, when the report was completed. An 
economic survey of Libya was also undertaken by the authors as part of their 
investigation, since little of the economic information necessary as a basis for 
their recommendations was then available. This survey is not reprinted 
because later economic studies of Libya can now be obtained, in particular, 
the reports of the UN Mission of Technical Assistance to Libya. 


i is a country with a small but growing population heavily 
dependent on agriculture, and with resources that are meager 
and difficult to develop. The people are almost entirely inexperienced 
in administration, finance, and industry. Education standards are low. 
The soil is poor, the rainfall is small, and droughts are frequent. 
Major droughts have occurred in the western area (Tripolitania) on 
the average of every 10 years with astonishing regularity, and minor 
droughts more frequently; the eastern section (Cyrenaica) is less sub- 
ject to drought, but the cultivable area there is smaller. This com- 
bination of circumstances results in a very low per capita income, a low 
taxable capacity, and a low level of savings. 

The devastating effects of the recurring droughts in Tripolitania 
are dramatically illustrated by the events of 1947 and 1948. In 1946, 
a good average year, barley production for Tripolitania has been esti- 
mated at 125,000 metric tons, of which 36,000 tons were exported. In 


* Mr. Blowers, Governor of the Saudi Arabian Monetary Agency, was until 
recently special advisor in the Exchange Restrictions Department. He is a 
graduate of Harvard University. Prior to joining the staff of the Fund, he had 
been General Manager, Bank of Monrovia, Liberia; Governor, State Bank of 
Ethiopia, where he was responsible for establishing the State Bank and organiz- 
ing the issue of the Ethiopian dollar; and Deputy Director, Trade and Payments 
Division, ECA, Paris. 

Mr. McLeod, an economist in the Latin American Division (North), is now 
on leave from the Fund to be associated with Mr. Blowers at the Saudi Arabian 
Monetary Agency. He is a graduate of the Queens University, Kingston, Canada, 
and of Harvard University. He was formerly with the Canadian Department of 
Finance in Ottawa. He has participated in several missions to Latin American 
countries as a financial advisor, and has contributed to various economic journals. 
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1947, a drought year, production totaled only 1,800 tons, and it was 
necessary to import cereals on a large scale to prevent starvation. In 
1948, another drought year, production was only 22,000 tons and 
further cereal imports were necessary. During these two years of 
drought, 30,000 tons of grain were issued on loan to the populace, and 
approximately the same amount was sold for cash by the Administra- 
tion. During this period some 650,000 people out of a population of 
only 800,000 received grain loans or some form of relief. By the end 
of the drought, it is estimated that 40 per cent of the livestock popula- 
tion had perished. 

Even the present relatively low standard of living is heavily de- 
pendent on foreign support. During the Italian regime (1911-42), there 
were considerable military expenditures and extensive colonization 
schemes, which meant relatively large capital expenditures financed 
from Italy. During World War II military expenditures sustained the 
population, and since then the Administering Powers (Britain and 
France) have subsidized the local governmental budgets. Military 
expenditures by the Administering Powers and their allies have also 
continued since the war, though on a reduced scale. Even so, the 
importance of foreign support, in the form of governmental subsidies, 
local expenditures for military purposes, etc., is striking. Such support 
amounts to perhaps one fifth of the national income; it is roughly 
equal to the total value of all exports, and indeed in some years has 
exceeded the value of exports. Even this understates its importance 
in some respects, however, for the large-scale cereal imports during 
the drought years would have been impossible without foreign aid; 
various relief measures cost the Administering Powers about £1 million 
during this period. Since this foreign support represents a substantial 
invisible export, Libya’s balance of payments shows a large deficit on 
merchandise trade account. In fact, Libya has a deficit on merchandise 
trade with most of the countries with which she trades; exceptions 
are Greece and Malta, and, in some years, Italy. 

The present administrative arrangements in Libya have arisen 
largely out of the war. Cyrenaica, the eastern part, and Tripolitania, 
the western coastal area, are administered by the United Kingdom, 
as a result of the successful campaign of the British Eighth Army 
which drove the Axis forces from this area in the winter of 1942-43. 
These two regions are administered quite independently, however, be- 
cause their centers of population are effectively separated by several 
hundred miles of desert. The Fezzan, the southwestern section, is 
administered by the French; the Free French, under General Leclerc, 
liberated this area in their historic march northward from Lake Chad. 
Three separate currencies circulate in these areas. In Tripolitania 
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there is the Military Authority Lira. In Cyrenaica the Egyptian pound 
circulates, this unit having been brought in by the troops of the Eighth 
Army. In the Fezzan the Algerian franc is the currency unit. 


Money and Banking 
Tripolitania 
Prior to World War II the Italian metropolitan lira circulated in 
Libya; there is no information available on the amount of currency 
held within the territory, as it was not distinguished from the total 
Italian circulation.1 Some banking statistics are available, however. 


TaBLeE 1, INVESTMENTS AND Deposits or LisyAN BANKING INSTITUTIONS, 1934-38 
(In millions of Italian lire) 











Investments 
i Agricultural . 
Bills, overdrafts, and building Total 
advances, etc. credits 2 Total Deposits 
283 54.5 3 92.4 
6.12 70.0 2 106.3 
119.4 203.4 172.1 
129.9 2716 1755 
156.2 357.1 209.7 








1 Mostly arising from commercial transactions. 

2 Including loans to public entities. ! 

8 Excluding the investments of the Savings Banks of Tripolitania and Cyrenaica 
for 1984 and 1935, for which no figures are available, though deposits of these 
institutions are included in total deposits. 

Source: Unpublished data supplied by the Banca d'Italia. 


At that time there were branches of four Italian banks operating in 
Libya (Banca d’Italia, Banco di Napoli, Banco di Sicilia, and Banco 
di Roma), together with the Savings Bank of Libya (formed in 1935 
by the amalgamation of the Savings Banks of Tripolitania and Cy- 
renaica). There was also a small local institution, Banca Populare di 
Tripoli, with deposits of about 1 million lire. The activities of the five 
major institutions in Libya up to 1938 are summarized in Table 1; 
complete data are not available for the other banks, but by 1941 de- 


1The Report of the Four Power Commission of Investigation for the Former 
Italian Colonies, Volume III, Part Two, page 40, cites an unnamed Italian source 
to the effect that the average yearly monetary circulation in Tripolitania for the 
period 1936 to 1949 amounted to 5,709,000,000 lire. According to the International 
Monetary Fund, International Financial Statistics, however, the total Italian 
currency circulation was 17.5 billion lire at the end of 1937, and 24.7 billion at the 
end of 1939. It is hardly possible that the note and coin circulation of Tripolitania 
could have been one quarter to one third of the total Italian issue; the circula- 
tion in Tripolitania in 1950 was equivalent to about one half of one per cent of 
that in Italy. 
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posits at the Savings Bank had risen to 201.9 million lire, compared 
with 87.4 million in 1938. 

All the former Italian banks have remained closed since the occupa- 
tion. Immediately prior thereto they had paid over all their cash to 
various institutions in accordance with the orders of the then Vice- 
Governor, and thus had no funds with which to reopen. A limited staff 
has remained in Tripoli for administrative purposes, but their build- 
ings have been taken over and used by the Administering Powers. 
Their deposit liabilities have not been freely available to their cus- 


Taste 2, LisyAN BANKING InstiTuTIONS’ Lira Deposits 1n ITALIAN Banks, 1943-50 
(In millions of Italian lire) 





Casa di Risparmio 
— » 








c ‘ Other 

Deposits Checks 2 Banks 2 Total 
RU? a |S a re 137.6 72.5 307.4 5179 
1D aie | ao CS 121.1 28.9 na. na, 
Dec. 31, 1944.......ccccceces 120.1 278 n.a. na, 
| Be Lt 118.6 25.9 na na. 
DOCKETS 1OAG. 5 oisicsinwsieesceae 112.5 22.5 na. na, 
MOOT Ol EON iaicic sicisiore vere 'scleves 107.1 18.6 165.3 291.0 
gD eyed es U7 Se 98.7 16.5 98.9 214.1 
Dec. 31, 1949........ccccccce 90.5 156 58.4 164.5 
Dec, 31, 1950... ...csccsccece 85.13 12.98 50.5 1485 





1 Circulating and ordinary checks on which the bank says it is still liable. _ 

2 Excluding the Banca Populare, which had 1,122,000 lire in outstanding deposits 
on January 23, 1943 and 1,120,000 on December 31, 1950. Also excluded are check 
liabilities of the other banks. 


8 As of November 30, 1950. 
n.a. = not available. 


Note: Because of rounding, detailed figures may not add to the totals shown. 


tomers, but nevertheless they have been liquidated to the extent of 
over 70 per cent in various ways, as can be seen from Table 2, which 
shows a decline from 517.9 million lire on January 23, 1943 to 148.5 
million at the end of 1950 (equivalent to about £90,000 at present rates 
of exchange). This has come about mainly by the Italian offices of the 
banks honoring their obligations for repatriates. 

The currency now circulating in Tripolitania is the Military Au- 
thority Lira (MAL), having an exchange value equal to an English 
halfpenny (480 to the pound sterling). It was originally issued in 
exchange for the Italian lira on a one-for-one basis. At the begin- 
ning of the British occupation early in 1943 the British Military 
Administration Pound was introduced, but the metropolitan Italian 
lira was allowed to continue in circulation at the arbitrarily fixed 
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exchange rate of 480 to the pound sterling. Beginning on September 15, 
1943, however, the Military Authority Lira was introduced. The 
British Military Administration Pound and the metropolitan lira were 
retired, ceasing to be legal tender in the territory on November 30, 
1943. In order to meet the need for small change, however, denomina- 
tions of five lire or less were permitted to continue in circulation, being 
accepted at their face value as equivalent to Military Authority Lire. 
As of December 31, 1946, some 363.4 million Italian lire had been 
withdrawn from circulation, including about 1.2 million in denomina- 
tions of five lire and under, which are still legal tender. Since then a 
further net reduction in the circulation of these small denominations 
has occurred, amounting to about another 1.2 million lire. The Italian 
currency so withdrawn was directly or indirectly used by the military 
authorities in financing the Italian campaign. What is in effect a 100 
per cent reserve in sterling is kept against the MAL, in the form of a 
British Government deposit with the Bank of England in London. It 
is estimated that the circulation of small Italian coins does not exceed 
£2,500 to £3,000. 

The commercial banking system is going through a process of reor- 
ganization. A branch of Barclays Bank (Dominion, Colonial and 
Overseas) was opened in April 1943 in the premises of the Banco di 
Roma, but operations have been very limited. It deals in foreign ex- 
change and receives deposits from the Administration, from the mili- 
tary, and from civilians. Loans granted are very small relative to 
deposits, and a substantial portion of them consists of agricultural 
loans carrying a guarantee of 85 per cent from the Administration. 
Plans are well advanced for the opening of other banks, however. 
Proclamation No. 211, published in the Tripolitania Gazette of Novem- 
ber 15, 1950 and effective that same date, details the conditions under 
which banks may operate in Tripolitania. It is understood that at 
least three of the former Italian banks will apply for permission to 
reopen, although some or all of them may pool their resources in a 
single Libyan institution. In addition, it is understood that the Arab 
Bank will apply to open a branch in Tripoli, and possibly some other 
banks with head offices in Arab countries. 


Cyrenaica 


In Cyrenaica the Egyptian pound, which had been used to pay the 
British Eighth Army while operating from bases in Egypt, was in- 
troduced at the time of the occupation late in 1942 and early in 1943. 
Throughout the first nine months of 1943, the Italian lira was ac- 
cepted for the purchase of foodstuffs, that is, for the majority of the 














444 INTERNATIONAL MONETARY FUND STAFF PAPERS 


payments made by the local populace to the Administration, as at that 
time lire were required by other branches of the Army and the amounts 
acquired in Cyrenaica were easily disposed of. Beginning in Septem- 
ber 1943 the percentage of payments for foodstuffs acceptable in lire 
was gradually reduced, the remainder being payable in Egyptian cur- 
rency. Italian lire in denominations of 50 lire and less (later reduced 
to denominations of 10 lire and less) continued to be accepted because 
of the shortage of small change. Late in 1944 an attempt was made 
to require all payments to the Administration to be made entirely in 
Egyptian pounds. This proved unenforceable at the time, but the 
change was made effective from October 1, 1945 without serious diffi- 
culty; as of September 30, 1945, some 437.8 million Italian lire had 
been withdrawn.? The shortage of small change in Egyptian currency 
continued, and limited amounts of Italian money in denominations of 
one to ten lire continued to circulate. The lira had been revalued at 
500 to the Egyptian pound for this purpose, although by December 
1945 the rate of exchange in open markets was 1,500 to the Egyptian 
pound. By 1947 the Italian lira had practically ceased to circulate in 
the territory. 

It is of course impossible to determine with accuracy the amount of 
currency in circulation in Cyrenaica, since there is no way of dis- 
tinguishing it from the general circulation of the Egyptian pound. 
For 1950 the Cyrenaican Ministry of Finance estimates that it was 
somewhere between 750,000 and 1,500,000 Egyptian pounds, but bank- 
ing circles put the figure at between 750,000 and 1,000,000 pounds. 

In Cyrenaica, as in Tripolitania, the only banking institution in 
operation is a branch of Barclays Bank (Dominion, Colonial and 
Overseas). Its lending operations are small, its principal activities 
being the handling of exchange transactions and the administration 
of deposit accounts. A general banking law is in the early stages of 
being drafted. There is no prospect of any of the former Italian banks 
reopening under its own name in the territory, although it is possible 
that one or more may wish to resume operations through the agency 
of an Arab organization. It is also understood that the Arab Bank 
plans to open a branch in Cyrenaica, and other banks from Arab 
countries may do likewise. 


2 It does not necessarily follow that this represents the amount of lire previously 
circulating in the territory, either in this case or in the case of Tripolitania. The 
arbitrary valuation of the lira made it profitable to bring in sums from abroad. 
On the other hand, especially in Tripolitania, it may well be that substantial 
amounts of lire were not turned in at the time of the currency conversion. The 
final victory of the Allies was not yet certain, and Italian residents may have 
retained some lire. 
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The Fezzan 


In the Fezzan area the Algerian france (equal in value to the franc 
of metropolitan France) circulates. No data are available on the 
amount in circulation in the area, but the population is so small in 
numbers and has such a low standard of living that the amount cannot 
be large. There are no bank facilities other than those offered by the 
postal savings system. It is understood, however, that the postal 
savings system is extensively used for remittances of money arising 
out of trade with Tunisia, Algeria, and the Chad. 


The Problem 

As we saw Libya’s situation in the fall of 1950 (and our subsequent 
work has confirmed our opinion), dependence on foreign support was 
the major factor in determining the well-being of the economy, and 
would remain so for the immediate future at least. If this support 
were withdrawn, or if Libya chose to reject it, and the country was 
forced to live on its own resources, it would necessarily revert to a 
“camel economy.” Such a retrogression would lead to terrible hard- 
ship in Libya, especially if the change were to occur suddenly. It 
would make it impossible to establish any orderly government or eco- 
nomic stability for years to come. A large portion of the urban popu- 
lation would have to seek homes abroad or return to a seminomadic 
rural life or perish. Undoubtedly, a major part of the public and 
private capital investments made during the past generation would 
be a complete loss. Nevertheless, we felt that with aid there were 
prospects that Libya might eventually become self-supporting. Much 
could be done to improve productive methods, thus raising real in- 
come; a substantial increase in the real income would raise the taxable 
capacity and would increase the amount of savings, from which further 
development programs could be financed. 

The problem, therefore, resolved itself into three parts: (1) main- 
taining the existing levels of production and real income, (2) the initi- 
ation and carrying through of a development program which would 
enable Libya to become economically as well as politically independent 
at some future date, and (3) provision for the building up of reserves 
to carry the country through periods of drought. 

The first part of the problem, i., the minimum aim of simply 
maintaining the economic status quo, would require outside aid in 
excess of what was then being received. This seemed to be so because: 

(1) While there might be a continued increase in governmental 
revenues resulting from present tax rates through improved collec- 
tions, and perhaps through gradually increasing tax rates, it could not 
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be expected that over-all tax revenues could on the average greatly 
exceed those for the fiscal year 1950-51 which promised to be excep- 
tionally favorable. 

(2) Immediately upon becoming independent, the people of Libya 
would have to bear the expenses of three additional legislative bodies, 
that is, the central legislature and the legislatures of Tripolitania and 
the Fezzan. Undoubtedly, also, there would be additional expenses 
in connection with an expanded executive and judiciary, a diplomatic 
corps, and other necessary trappings of a sovereign state. 

(3) The administrations had operated until very recently on a care 
and maintenance basis, resulting in an accumulation of depreciation 
which should be made good. 

(4) The technical assistance programs of the United Nations and 
the United States, if they were to have any meaning and bear fruit, 
would have to result in increased government expenditures for schools, 
health, and agricultural extension work. There were some 50,000 chil- 
dren in school in Tripolitania, while the development of a sound 
democracy would require that there be 100,000 to 200,000. 

The second part of the problem was to apply foreign financial as- 
sistance in a way which would ultimately make such aid unnecessary. 
It seemed unlikely that sufficient capital for this purpose would be 
forthcoming from Libyan savings, which are small and are usually 
held in the form of stocks of grain or precious metals as a protection 
against the possibility of bad harvests, or in the form of increases in 
flocks and herds. The combination of relatively high population 
increase, low national income, and meager national resources (and 
even these expensive to develop) makes the cost of development in 
terms of the percentage of the national income which must go into 
capital formation prohibitive. This is so even if the development pro- 
gram is designed only to maintain, not to improve, the standard of 
living. If this deficiency is met by sufficient foreign financing for the 
necessary capital expenditures, there would nevertheless remain the 
problem of carrying through the development program in the face of 
an almost complete absence of trained personnel to carry out the 
tasks involved. Indeed, this problem of personnel might prove to be 
a more serious limitation than the problem of finances. Without 
trained indigenous personnel, capital from external sources might either 
be wasted or result in damaging dependence on foreign skilled workers 
and managers. The solution of this problem would call for careful 
planning over a very long period, with the emphasis for the first fifteen 
or twenty years on an extensive educational and training program. 
While a corps of skilled workers, managers, entrepreneurs, and admin- 
istrators was being built up, the best that could be expected of the 
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Libyan Government would be that it maintain the existing standard 
of living. This would mean some increase in production to keep pace 
with the population increase. There is no quick and easy way to raise 
the production level and living standard of the people of Libya. In- 
deed, to raise hopes of a spectacular transformation would only invite 
disillusionment. The nomadic population in particular cannot be hur- 
ried, and the process of settling considerable numbers of them as 
respectable cultivators will require a considerable period of time. 

Finally, it seemed of utmost importance that some provision be made 
to create a reserve fund to ensure grain supplies during severe droughts. 
Since Libya would require outside aid even in good years, it followed 
that she would require additional aid when the failure of her crops 
resulted in insufficient grains for home consumption. We felt very 
strongly that provision to meet such a certain contingency should be 
made in advance. To leave it until the emergency existed might mean 
that aid would be tardy and would give the Libyans an undue sense 
of dependence upon the charity of others. 

We felt that these problems and the problem of the currency should 
be treated together, for there would be little use in instituting a cur- 
rency, however sound, if the economic conditions were such that the 
economy itself was unstable. Unless adequate institutional provision 
is made for meeting economic crises, one of the first things that is 
likely to happen when difficulties arise is that the monetary reserves 
will be raided. 

Faced with this situation, there were a number of possibilities that 
suggested themselves to us. No institutional set-up can change the 
basic realities of the Libyan economy; however, well-chosen institu- 
tions can do a great deal to mitigate the harmful effects of sudden 
changes in the economic situation. One possibility would have been 
to establish a central bank. Other countries, including many countries 
as dependent on foreign trade as Libya, have achieved considerable 
success in adopting internal monetary policies to offset the effects of 
cyclical and other changes in their economic conditions. In Libya’s 
case, however, we felt that this would be unwise at the present, partly 
because the people have had no experience in managing their own finan- 
cial institutions. The currencies that have circulated in Libya for gen- 
erations have been foreign currencies, and the banks have been 
branches of foreign banks. Successful central bank policies require 
skilled and experienced management which Libya could not provide; 
unwise or incautious policies may be worse than the ills they attempt 
to cure. On the other hand, it would be highly inadvisable in a new 
sovereign state to establish a central bank that would be controlled 
by foreign interests. Nevertheless, we do expect that a central bank 
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will eventually be established in Libya. We would not hazard a guess 
as to how soon this might occur, for it will depend on the growth of 
the economy and on the financial aptitude of the people. In general, 
however, it may be said that the establishment of a central bank will 
come naturally when the growth of the banking system is such that 
conscious coordination becomes necessary between the policies of the 
currency authorities, the treasury, and the authorities responsible for 
the supervision of banks. For the present, a central bank could ac- 
complish nothing that could not be done equally well and with less 
risk in other ways. 

The Libyan economy calls for a simple monetary system. The main 
difficulty with most simple systems, however, is that they are too 
rigid—they tie the money supply too rigidly to the fortunes of the 
balance of payments. Our proposals for a unified currency are made 
with all these points in mind. As a result of our meetings and the 
exchange of views which we have had with the officials of various 
Powers interested in Libya, we are assured that the reasonable budget- 
ary deficits of Libya will be covered by subventions without resort to 
deficit financing. We also feel assured that adequate assistance will 
be given to finance a development program which should provide for 
the public and private capital that Libya can absorb and which should 
eventually make her self-sufficient. Finally, we feel assured that Libya 
will be assisted to provide adequately for meeting the recurring 
droughts. Our aim, therefore, has been to devise a currency scheme 
which would meet what we consider to be the main problem of the 
next generation, that of holding the economy together while the neces- 
sary human resources can be developed. We believe that our pro- 
posals, with their clearly anti-inflationary bias, will provide the neces- 
sary financial stability during the tedious period of slow and cautious 
development which lies ahead. Under these circumstances, we can 
see no advantage in recommending a fractional reserve system when 
the amount which could thus be freed for other purposes is probably 
less than the anticipated annual deficit on current account. 

Our recommendations may be briefly summarized as follows: 

(1) The currency unit should be equal in value to four shillings 
sterling, or US$0.56, and should be divided into 100 parts. Notes would 
be issued in denominations of 500, 100, 50, 10, 5, and 1 unit, and coins 
struck in denominations of 0.50, 0.10, 0.05, and 0.01; but the Currency 
Authority should have power to withdraw any of the denominations 
or to issue others, as the needs of trade determine. 

(2) The par value of the currency unit should be defined as 0.497 656 
grams of fine gold. 

(3) Administration of the system should rest with a Currency 
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Authority domiciled in Libya and composed in part of Libyan na- 
tionals and in part of foreign experts. Meetings might be held outside 
Libya at the Authority’s discretion, however. 

(4) The currency should be on an exchange standard. At least 75 
per cent of the reserves should be made up of sterling, gold, and con- 
vertible currencies (as defined in Article XIX (d) of the Fund’s Arti- 
cles of Agreement), and not more than 10 per cent of the total should 
be in any one soft currency, other than sterling. 

(5) A 100 per cent reserve in foreign exchange should be maintained 
at all times. 

(6) An institution or institutions should be established to finance 
economic development and to operate a stabilization scheme to main- 
tain income during periods of drought. This institution should be 
financed by annual grants from nations having a particular interest 
in the development of a strong Libya, with respect to the capital 
needed for long-term development involving expenditure that would 
yield little or no direct return. It should also have sufficient subscribed 
capital for financing medium- and long-term private capital expendi- 
tures on a commercial basis. 


Recommendations for a Unified Currency for Libya 
The monetary unit 


We have found that such thinking on currency matters as has oc- 
curred in Libya is centered around a currency unit approximately equal 
to the pound sterling and divided into 1,000 milliémes, as in Egypt 
and Iraq. This preference is clearly and expressly based on a desire to 
have a unit approximately equivalent to that of other Arab and ster- 
ling area countries. If the Libyans, themselves, decide that a one- 
milligme coin would be of real use, there would be this psychological 
advantage in adopting a pound-milliéme system. We feel, however, 
that the advantage would be short-lived and would apply only to the 
initial period. For the expected long life of the currency, it would 
saddle the people of Libya with a cumbersome and expensive currency. 
If the unit were equal in value to the pound sterling or the Egyptian 
pound, a wide range of fractional notes and coins would be required. 
This would create a difficult problem of striking coins or printing 
notes for the fractional issue which would be serviceable but not too 
expensive. 

When the Egyptian pound was devised, prices were much lower and 
the division of the pound into milliémes was necessary. At that time 
the milliéme had real purchasing power and was a useful coin. Our 
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investigations, however, have led us to the opinion that the milliéme 
is too small a minimum unit to be useful in Libya. In some Arab 
countries where coins of that value are minted, the shopkeepers and 
other businessmen simply refuse to accept them. In Tripolitania, it 
appears that there is little demand for anything smaller than the 
present MAL, which is approximately equal to two milliémes. In 
Cyrenaica, the smallest coin commonly met with is the five-milliéme 
piece. We were given to understand that nothing could be bought for 
one milliéme, though a two-milliéme piece would have useful purchas- 
ing power. In the Fezzan, we did find some use of coins as small as 
one Algerian franc, which is very close in value to a milliéme, and 
even smaller coins. In some cases, we found that small amounts of 
foodstuffs were actually offered in Arab markets for one franc. In 
other areas, however, where the standard of living was actually con- 
siderably lower, we found that the smallest purchasable unit was priced 
at five francs. We therefore feel that withdrawal of the one-franc piece 
and fractional coins would probably not cause any hardship, and that 
@ minimum unit equal to about two milliémes or one MAL would meet 
the needs of all areas in Libya. If the minimum unit is too small, the 
tendency is to use the next higher denomination, which usually works 
to the advantage of the shopkeeper and to the disadvantage of the 
poorest buyers. 

Having reached the conclusion that the minimum unit should be 
equal in value to two milliémes, it follows that a division into 100 parts, 
instead of 1,000, is necessary and desirable for the major unit. If the 
minimum unit were equal to two milliémes and were one thou- 
sandth of the major unit, the major unit would then be equal to two 
Egyptian pounds, which, in our opinion, is too large. The populace is 
familiar with a unit which is divided into 100 subunits. The Italian 
lira, which circulated in the whole territory for the past forty years, 
and the Turkish currency, which preceded it, were both divided into 
hundredths. Even the Egyptian pound, which has circulated in Cy- 
renaica since the war, is divided into 100 piastres, and the pound is 
little more than a useful name for 100 piastres. 

We have based our recommendation concerning the size of the unit 
entirely upon considerations of convenience to the majority of those 
who will be using it. The argument that the Libyan unit should be 
approximately equal in value to those of neighboring countries carries 
little weight. First, the Libyan unit cannot be equal in value to both 
the Egyptian pound and the Algerian franc since these two are not 
identical in value. No matter what value of the unit is decided upon, 
computations of equivalents will be necessary for a substantial part 
of the country’s trade. Second, the establishment of a close relation- 
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ship, by making the Libyan unit of the same value as the Egyptian 
pound or the pound sterling, is no guarantee that through the years 
they will remain at equivalent values. As a matter of fact, it may be 
undesirable to keep them equivalent in value because differences may 
develop in the economies or trade positions of the two countries. Third, 
it may create an unnecessary and unwise bias for keeping them equal 
in value. Such a bias may at some time in the future lead to a de- 
valuation of the Libyan currency simply because the Egyptian pound 
(or sterling, as the case may be) is devalued and even though there 
may be no economic reason for devaluing the Libyan currency. 

We have therefore come to the conclusion that the most suitable and 
convenient size for the currency unit would be one having a value equal 
to four shillings sterling, or US$0.56, and approximately equal to 200 
Egyptian milliémes. We further recommend that this unit should be 
divided into 100 parts, each having the value of approximately two 
milliémes. We would suggest that currency notes be printed in de- 
nominations of 500, 100, 50, 10, 5, and 1 unit. The large note we be- 
lieve is necessary since checks are not widely used. Coins in the de- 
nominations of 50, 10, 5, and 1 subunit should be struck from an alloy 
of 12 per cent nickel, 65 per cent copper, and 23 per cent zinc. This 
gives an attractive, serviceable white coin without requiring an undue 
amount of nickel which is expensive and in very short supply. The 
Currency Authority, however, should be empowered to withdraw any 
of the denominations of notes or coins, or to issue others, as the needs 
of trade may require. The alloy composition of the coinage should 
also be variable at the discretion of the Authority, because the avail- 
ability of various metals may change from time to time and improved 
alloys may be developed. 

It seems to us that the unit we have proposed would exchange at 
least as conveniently as any other unit that has been proposed, both 
in respect of the replacement of the three currencies now circulating 
in Libya and in respect of subsequent trade with neighboring territories 
or, in fact, Libya’s international trade in general. In addition, it would 
tend to produce a modest price reduction at the time of conversion. 
One unit of this currency would be given to the general public by the 
agents of the Currency Authority in exchange for 96 MAL in Tripoli- 
tania, 195 milliémes in Cyrenaica, and 196 francs in the Fezzan. No 
one would lose anything on the transfer, for exact change would be 
made down to the equivalent of one MAL or two milliémes or two 
francs. On the other hand, the tendency would be for merchants who 
formerly quoted an article at, say, 100 MAL, to quote the same article 
at 1.00 of the new unit, which would really be equivalent to only 96 
MAL—representing a tendency toward a reduction of 4 per cent in 
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the price the public would have to pay. Similarly, articles formerly 
priced at LE 1.000 in Cyrenaica or 1,000 francs in the Fezzan would 
tend to be priced at 5.00 new units, equivalent to only 975 milliémes 
or 980 francs in the old currency. Much the same effects would occur 
if the new currency were equal in value to the pound sterling (for 
example, the tendency would be to replace a price of 500 MAL with 
one of £1.000, equivalent to only 480 MAL), but the public in Tripoli- 
tania would probably face a price increase if a currency equal in value 
to the Egyptian pound were introduced. In that case the tendency 
would be to replace a price of, say, 1000 MAL by a price of LE 2.000, 
which is equivalent to about 1,025 MAL. 

We have not made a firm proposal for the name of the new Libyan 
currency unit. Suggestions that have been made for the main unit 
include dinar, rial, geeni, and gherusc; and, for the subunit, bara (or 
para) and piastre. There might be something to be said for a name 
embodying the root of the word “Libya,” as a distinctive appellation 
befitting the currency of a new state. We feel, however, that the name 
should be chosen by the Libyans themselves. 






















































Definition of par value 





The par value of the currency unit should be 0.497 656 grams of 
fine gold. We strongly recommend that the Libyan currency be defined 
in terms of gold rather than in terms of sterling or any other currency 
even though the obligation to redeem the currency should be limited 
to an undertaking to deliver the currency in which the major portion 
of the reserve is held. This is in line with the standard practices agreed 
upon by members of the International Monetary Fund. It also leaves 
the country free to make its own decision on depreciating or appreciat- 
ing its currency if the currency in which reserves are held is depreci- 
ated or appreciated, giving Libya the same equality of status in the 
monetary field as independence will bring in the political field. This 
freedom may be quite limited in practice if Libya’s trade is heavily 
concentrated in the sterling area, as seems quite likely, but it may be 
of real significance nevertheless. For example, when sterling was de- 
valued in 1949, the Egyptian Government promptly devalued its cur- 
rency by the same amount even though the two currencies were for- 
mally independent. At the same time, however, Ethiopia decided to 
maintain the gold value of its currency, and weathered an extensive 
domestic deflation to accomplish this result. A further interesting con- 
trast is provided by the cases of India and Pakistan; the Indian rupee 
was devalued to the same extent as sterling, whereas the value of the 
Pakistan rupee was not changed. Without entering into the economic 
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arguments for and against the policies pursued by each of these coun- 
tries, the point we wish to make is that they were able to make their 
own decisions according to their own evaluation of the best interests 
of their countries. 


Composition of Libyan Currency Authority 


The management of the Libyan currency should be in the hands 
of a Currency Authority composed of both Libyans and foreigners. 
An Authority composed wholly of Libyans is undesirable because of 
their financial inexperience. On the other hand, an Authority wholly 
composed of foreigners would deny to the Libyans the privilege of a 
voice in the management of their currency and thus opportunity for 
some of their nationals to gain experience and develop toward financial 
maturity. It would be our recommendation, therefore, that two 
Libyans, to be designated by the King or the King-Designate, should 
be members of the Authority. They should be selected from officials 
who are taking part in day-to-day Libyan financial affairs and who 
enjoy the complete confidence of their people. The development of 
well-rounded experience among the high officials of the Government 
is almost as important an objective as providing for a voice by the 
Government in the management of the currency. Foreign representa- 
tion on the Authority should consist of three members of British na- 
tionality and one each of Egyptian, French, and Italian nationality. 
The foreign members should not be responsible to or represent their 
respective Governments but should serve as independent experts; 
preferably, they should be named by their central banks and should 
be men of broad financial experience. We would further recommend 
that the Chairman be elected by the members of the Authority but 
that the first Chairman be elected from among the U.K. members. 
The Currency Authority would, therefore, consist of eight members. 
It would be highly desirable to keep the number of members to a mini- 
mum, and an Authority of as many as eight members is recommended 
only because of the multinational character of the aid which we 
expect to be extended to Libya. 


Domicile of the Currency Authority 


The issuance and control of the currency of a country is one of the 
most important and visible adjuncts of sovereignty. We feel, therefore, 
that the Authority logically should be legally domiciled in Libya. We 
are fully aware of the inconvenience this would cause some of the 
foreign members. We are also aware of the desirability of having the 
members in constant touch with the investment market of the country 
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in which the major portion of the reserves is held. However, there 
are important psychological advantages in having the Authority 
domiciled in Libya. The successful issuance of a new currency is as 
much a matter of psychology as of finance. In a new small country 
it should be made as much a personal matter as possible, and this 
personal touch might be lost if the control of the currency were abroad. 
No single factor could be more important to the economic life of a 
community than the establishment of a sound currency, and no factor 
can be more important to the success of a new currency than the pride 
and confidence felt in that currency by the people using it. This can 
best be achieved and maintained if the public through its officials has 
some contact with Authority members. Secondly, a new Government 
will be most jealous of its prerogatives and will most certainly desire 
that the management of its currency be at home. It would, therefore, 
be our strong recommendation that the Currency Authority be legally 
domiciled in Libya. During the early stages it will undoubtedly be 
necessary for the Authority to meet frequently in order to resolve 
problems in connection with the printing of notes, minting of coins, 
and the issuance of the currency. Since the minting and printing will 
probably be done in London, it would seem inescapable that meet- 
ings be held in that city from time to time. We would suggest, there- 
fore, that the Authority have full discretion concerning the place at 
which meetings will be held. The initial meeting could then be held 
in Libya where the members could themselves decide the place at 
which following meetings should be held. We would strongly recom- 
mend that the currency law provide that the annual meeting at least 
must take place in Libya. 


Composition of reserves 


We believe that the Currency Authority should be given some dis- 
cretion to determine from time to time what currencies are eligible 
for reserve purposes, for the following reasons: 

(1) The usability and the degree of hardness or softness of cur- 
rencies, even in the case of the currencies of great trading nations, are 
subject to considerable and sudden change in the world of today. 
Therefore, legislation which designated any particular currency as the 
only one in which reserves could’be held might soon get out of date 
and might prevent the Authority from acting in the best interests of 
the country for whose currency it is the guardian. 

(2) The MAL circulating in Tripolitania will be redeemed by the 
delivery of sterling exchange, as will most if not all of the Egyptian 
pounds circulating in Cyrenaica. The Algerian francs circulating in 
the Fezzan will probably be redeemed in French metropolitan francs. 
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Thus, although most of the reserve at the beginning will consist of 
sterling, and although it may prove advantageous to maintain all or 
most of the reserve in sterling in the future, nevertheless a substantial 
portion of it may be in other currencies (francs and Egyptian pounds), 
temporarily at least. 

(3) There is a further problem of working balances. At the moment, 
working balances are held entirely in sterling by the banks operating 
in Tripolitania, and in Egyptian pounds by the banks in Cyrenaica. 
These banks have to go to the London market for all other currencies. 
In the future, however, the Currency Authority may find it necessary 
or desirable as a service to the community to hold working balances 
in currencies other than sterling, quite aside from the special situation 
that will exist during and immediately after the period in which the 
present circulation is replaced. 

It will be perceived that the question of the composition of the cur- 
rency reserve is closely related to the question of Libya’s future rela- 
tionship to the sterling area. If she should become a member, she 
would have access to the sterling area pool of foreign currencies, and 
the need to hold working balances in other currencies would disappear 
or be greatly reduced. In the normal course of events, she would hold 
all her currency reserves in sterling. Libyan membership in the sterling 
area, however, is a matter to be decided by the Libyan Government 
at a later date, in the light of the conditions then obtaining.2 We 
recommend that the laws, decrees, or proclamations establishing the 
currency system should be drawn up so that they would serve equally 
well whether Libya joins the sterling area or not. 

Even if Libya does not decide to join the sterling area, she may, 
of course, choose to hold all her reserves in sterling. These matters, how- 
ever, should be decided by the Libyan financial authorities as ques- 
tions of policy, and should not be stipulated in the currency law. In 
practice, the discretion Libya will be able to exercise over the composi- 
tion of her currency reserves may prove to be strictly limited, for she 
has a deficit in her visible trade with almost every one of her trading 
partners, and her balance of payments position is heavily dependent 
on subsidies from and other invisible trade with the present Admin- 
istering Powers, but we feel that it is a desirable element of flexibility 
that should be included in the currency law. 

We recommend, therefore, that the currency law provide that 75 
per cent of the reserves be held in sterling and/or convertible cur- 


3 In Geneva, on May 30, 1951, the Minister of Finance in the Provisional Libyan 
Government stated that Libya would become a member of the sterling area and 
would maintain all her reserves in sterling. Presumably, however, a formal 
decision will have to await the transfer of powers to the Provisional Government. 
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rencies (as defined in Article XIX (d) of the Fund’s Articles of Agree- 
ment) and/or gold. The remaining 25 per cent might be held in cur- 
rencies of Libya’s trading partners, with the proviso that no soft cur- 
rency (other than sterling) could be held to the extent of more than 
10 per cent of the currency reserve. In the case of soft currencies 
being held by the Authority for other than working balance purposes, 
we would strongly urge that they obtain from each Government con- 
cerned a guarantee of the exchange value of its currency in relation 
to the currency in which the major portion of the reserves is held or 
in relation to gold or dollars. The Currency Authority should be per- 
mitted at its own discretion to invest all or part of the reserves held 
in any given currency in securities issued or guaranteed by the Govern- 
ment of the country concerned, subject to prior approval by that 
Government. 


One hundred per cent reserves 


We emphatically recommend that reserves of 100 per cent in foreign 
exchange be maintained for the new Libyan currency. Such a reserve 
position will arise automatically from the initial replacement of the 
present circulation, and we believe that it should be continued as a 
matter of policy. We understand that the United Kingdom is willing to 
advance funds to cover the cost of printing notes, minting coins, organ- 
izing the Currency Authority, and issuing the currency. The first charge 
on the earnings from the investment of the reserves would be to defray 
the current operating costs of the Authority (which would be small) 
and to repay the advance from which the initial expenses were paid. 
Disposition of any further earnings should be at the discretion of the 
Currency Authority, but it would be our recommendation that they 
accrue to the account of the Libyan Government to be used for 
development purposes. 

This recommendation, however, is made on the explicit understand- 
ing that it is linked with our recommendations concerning external 
financial assistance to Libya, as detailed in the next section of this 
Report. Specifically, it assumes (1) that Libya will receive an annual 
budgetary subsidy from abroad sufficient to maintain a satisfactory 
level of governmental services; (2) that she will have external financial 
assistance in building up a Stabilization Fund to combat the effects 
of the recurring droughts; and (3) that she will have access to foreign 
capital on moderate terms and in amounts commensurate with her 
ability to absorb it profitably. In the London and Geneva meetings 
with representatives of several countries interested in the welfare of 
Libya, assurances were given that adequate aid will be forthcoming for 
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all three purposes. Were this not so our recommendations would be 
quite different, not only in respect of the 100 per cent reserve provision 
but also in other respects, in order to meet Libya’s basic monetary needs 
as fully as possible under the circumstances. It is our strong convic- 
tion, however, that assurance of outside help for the purposes indicated 
produces a situation in which the wisest course is to maintain currency 
reserves of 100 per cent. This will ensure a sound currency, and will 
inspire the confidence in it which is so desirable in the case of a new 
country desirous of economic development, and at the same time 
will ensure an adequate elasticity of response to changing economic 
conditions. 

We are fully aware of the criticisms that may be leveled at a 100 
per cent reserve system. In our opinion many of these criticisms are 
exaggerated, and in any event we do not feel that they add up to a 
good case against the system as it will apply in Libya. In particular 
we question the fear that such a system will produce deflationary 
pressures in an expanding economy. Basically the argument is that an 
expanding economy is characterized by an increasing population and 
increasing real income, that it therefore requires an increasing money 
supply in order to avoid deflationary pressures, and that the 100 per 
cent reserve system hampers the expansion of the money supply and 
therefore creates deflationary pressures because it prevents the cost- 
less “creation” of the new money and requires that it be saved out of 
foreign exchange earnings. This line of thought implicitly accepts the 
quantity theory of money in its crudest form. It is true enough that as 
real income rises the community will normally wish to hold larger 
cash balances (in terms of real purchasing power), both for transac- 
tions purposes and as idle balances held because money is a liquid and 
desirable form in which to hold assets.* The fact remains, however, 
that the money supply a country “needs” at any given moment is 
simply the sum of the cash balances its people wish to hold in the 
given circumstances, and its distribution between currency and bank 
deposits is entirely the result of popular choice. An increase in the 
money supply in general, or the currency circulation in particular, can 
occur only to the extent that the people are willing (or are forced, e.g., 
by inflation or by import controls) both to refrain from spending a 
portion of their income or a portion of the liquid capital currently at 


Changes in saving habits, “liquidity preference,” or other factors not directly 
related to changes in real income may, of course, offset this tendency by inducing 
son to hold more of their assets in less liquid forms than idle monetary 

alances. Domestic inflation or deflation would alter the number of monetary 
units that would constitute a given volume of real purchasing power, and might 
also affect the real value of the money supply by producing a net change in real 
income or by affecting people’s desires to hold money as an asset. 
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their disposal and to hold these savings in this form; it follows that 
any increase in the money supply or the currency circulation auto- 
matically produces the “savings” (in terms of financial tokens at 
least) necessary to finance itself. Furthermore, this obtains irrespec- 
tive of the backing behind the currency. If 100 per cent reserves are 
maintained, this merely affects the physical form in which the sav- 
ings are embodied—they must be in liquid foreign exchange assets 
rather than, say, in the form of agricultural machinery or a power 
plant. If less than 100 per cent reserves are maintained, the method 
by which a portion of the savings becomes embodied in physical capital 
normally involves bank credit creation and is thus technically infla- 
tionary. In an open economy with a low standard of living, such as 
Libya, it is usual to find a high marginal propensity to import and a 
low marginal propensity to save. Under these circumstances, especially 
if a fixed exchange rate is maintained, inflationary credit expansion 
shows itself primarily as a using up of exchange reserves, so that the net 
effect is to “borrow” an equivalent amount of reserves and use them 
for capital expenditures. The 100 per cent reserve system is in 
this sense noninflationary, or even anti-inflationary, but it is not 
deflationary. 

The difference between the 100 per cent reserve system and a partial 
reserve system, then, is that the former requires that any additional 
savings the community chooses to hold in the form of currency must 
be invested in foreign exchange reserves, whereas the latter permits 
them to be invested in productive physical capital (or, indeed, permits 
them to be squandered on increased consumption). Even this difference 
becomes insignificant if the country has access to adequate sources of 
foreign capital on reasonable terms—and, as we have already empha- 
sized, our recommendations are based on assurances that this will be 
so with respect to Libya. In such a case, the gross foreign borrowing 
under a 100 per cent reserve system will be greater by the amount that 
could otherwise have been obtained from the use of the currency 
reserves. The currency reserves themselves, however, can be invested 
in foreign securities, and the net borrowing will be the same. The net 
cost of the system, then, will be the difference, if any, between the 
interest paid on foreign borrowings and the interest received on the 
currency reserve investments.’ For what will be at worst a modest 


5In any currency system, reserves equal to a certain portion of the currency 
issue must be kept entirely in spot exchange or short-dated securities, to meet 
normal and contingent fluctuations in the circulation. With reserves of 100 per 
cent, however, the remainder may be invested in long-term securities, which yield 
relatively high interest rates. If the country borrows at short term and at lower 
interest rates instead of sacrificing its reserves, there may actually be a net 
interest return rather than a net cost. 
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cost, Libya will retain her exchange reserves intact for use at some 
future date when increased financial maturity reduces the risks inherent 
in a less-than-100 per cent reserve system and when foreign capital 
may be less readily obtainable. 

To our mind the really important criticism of the 100 per cent re- 
serve system is that the rigid link it imposes between the country’s 
balance of international payments and its domestic money supply may 
subject domestic trade to undue stress when sudden economic dis- 
turbances occur, as distinct from more normal economic growth and 
change. If a country is confronted with an adverse development in 
its export markets, an internal drought, or some other economic dis- 
turbance, two things happen: both money income and real income are 
reduced as an immediate and direct result of the disturbance, and this 
loss of domestic income produces a secondary internal deflation through 
the well-known multiplier effects. Little or nothing can be done to 
remedy the direct loss (except that something may be done to assist 
in reallocating the country’s economic resources to make the best of 
the changed circumstances). A great deal can be done, however, to 
mitigate or even entirely prevent the secondary deflation by maintain- 
ing domestic money incomes. Coupled with this, much can be done to 
maintain the primary producers directly affected by the initial dis- 
turbance so that the unavoidable loss of real income is shared fairly 
by the entire population and not concentrated on one sector. Correc- 
tive policies of this type, however, normally require the injection of 
substantial amounts of new purchasing power into the economy. A 
100 per cent currency reserve system virtually excludes the use of in- 
ternal monetary expansion for this purpose; it can be used only to 
the extent that excess reserves of foreign exchange exist (e.g., as bank- 
ing reserves against deposit accounts) and to the extent, if any, that 
a shift from the use of currency to the use of deposit-money can be 
induced. 

This points up a very real and a very serious difficulty faced by open 
economies, but a less-than-100 per cent reserve system is far from 
being an adequate answer. We have already noted that monetary ex- 
pansion in such a country immediately gives rise to an approximately 
equal exchange drain; this would be particularly true if the expansion 
were for the purpose of anteliorating the effects of drought. As the 
total currency circulation in Libya at present is equivalent to only 
about £3 million, the resources that could reasonably be freed by aban- 
doning the 100 per cent reserve provision would be approximately 
equal to the necessary budgetary grant-in-aid during one bad year. 
The amount possibly available from this source, therefore, is relatively 
unimportant, and we believe the psychological disadvantages of reduc- 
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ing the reserve below 100 per cent would far outweigh any practical 
advantages. Furthermore, the problems of depression in a country 
like Libya differ greatly from those in an industrialized economy. In 
the latter case depression shows itself mainly in unemployment of 
human and other resources, and appropriate fiscal measures can result 
in a substantial increase in real income through a restored level of 
output. In Libya, depression does not show itself in unemployment so 
much as in a failure of real income to materialize out of the year’s 
work in her main industry, agriculture. Except as they may tem- 
porarily or permanently release labor and other resources for transfer 
to alternative employments, such as development projects, conditions 
resulting from drought or adverse export prices do not present opportu- 
nities for increasing real income through monetary or fiscal policies, 
because they are not caused by a deficiency of internal effective de- 
mand; the possibilities of increased output are small and, at best, must 
be realized gradually. These considerations, together with the paucity 
of political experience and the lack of any past history of monetary 
and banking practice under domestic management, make us feel cer- 
tain that inclusion of a discretionary element in the currency system is 
not desirable. 

Deflation is now very much out of favor as a method of effecting 
economic adjustments, and for very good reasons. It is possible, how- 
ever, that this reaction has gone too far, at any rate for economies 
such as Libya’s. Its main faults are that its incidence is likely to be 
unduly concentrated on certain groups, and that it is likely to result 
in unemployment rather than the necessary price-cost readjustments. 
The first of these faults can be greatly mitigated by appropriate inter- 
nal policies, as has been demonstrated in certain countries in the past. 
The second, in our opinion, applies with much reduced force in Libya. 
A relatively severe deflationary process undoubtedly would be prac- 
ticabie, because the price and wage structure is likely to be much more 
flexible than in a more complex industrialized economy, because there 
is not the same volume of long- or medium-term contracts and other 
debtor-creditor positions, and because a substantial part of the popu- 
lation derives most of its livelihood from agriculture and animal hus- 
bandry on a subsistence basis and will thus be relatively unaffected by 
deflation. We therefore believe that when depression strikes, it is to 
the advantage of an economy such as Libya’s to tighten its belt in the 
first instance and enforce deflation as far as possible. It would, how- 
ever, be unrealistic to ignore the fact that certain concessions will have 
to be made to prevent hardship, and that intervention will be neces- 
sary to protect certain economically vulnerable groups, such as debtors. 
Even then deflation cannot be carried out indefinitely—supplementary 
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and alternative policies must be invoked on a substantial scale if the 
economic dislocation is severe. Development expenditures, financed 
from abroad in accordance with the recommendations made in the 
next section of this Report, can be accelerated, and, in the case of 
drought, the operations of a Stabilization Fund such as we recommend 
would automatically come into operation. In this way the deflationary 
policies would be partially offset by the injection of new purchasing 
power from abroad, and the necessary internal readjustments could be 
effected without sacrificing currency stability. 

We do not intend to imply that internal monetary expansion can- 
not be used at all in such an economy. We have already noted that 
it can be very useful in maintaining primary producers in times of 
stress so that the country’s loss of real income is not concentrated on 
one group but is spread over the whole population, and in preventing 
secondary deflation from bringing unemployment (or underemploy- 
ment) in other sections of the economy. We wish to stress, however, 
that such action must be carefully controlled, and must be coordinated 
with other measures to prevent balance of payments difficulties result- 
ing in a drain on reserves. Entrusting such a delicate matter to a 
politically inexperienced government and a financially inexperienced 
monetary administration would be little short of foolhardy. Leaving 
the money supply entirely to the harsh justice of a purely automatic 
system in times of economic difficulty would be disastrous, but govern- 
ment borrowing from the currency authorities is not a safe answer in 
the Libyan case. Our proposals avoid both difficulties. 

In our opinion, there are additional positive advantages to be derived 
from a policy which combines 100 per cent reserves with foreign bor- 
rowing, even if the reserves themselves are pledged as security, in 
preference to running down those reserves (i.e., using them for domestic 
purposes). There is far more incentive to sound monetary policy from 
the pressure to repay a loan than from the pressure to reconstitute 
reserves once these reserves have been depleted. In private life one 
frequently finds individuals who refuse to withdraw money from their 
savings accounts to meet emergency expenditures, and who prefer to 
borrow money (against the collateral of these very savings accounts 
if necessary) and pay interest on the loan, because they know that 
they will respond to the pressure to repay the loan whereas they would 
probably never replace the savings once they were drawn down; the 
analogy holds good in public finance, as experience in various countries 
bears witness. 

Currency boards have maintained reserves at 100 per cent and more 
in British dependencies, but they have been able to do so only because 
these governments had ready access to the London capital market for 
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long-term requirements and to the resources of large British banks for 
seasonal demands through branches of those banks operating in the 
dependencies. In this way the apparently rigid relation between the 
territory’s balance of payments and its currency circulation has been 
modified to a very important extent and elements of elasticity intro- 
duced which greatly eased the seasonal and cyclical problems of these 
economies. Libya, however, will not have ready access to the London 
market or any other capital market for either short- or long-term 
borrowing for some time to come. Some substitute must therefore be 
found if the financial mechanism is not to break down during the first 
crisis. It would seem certain, therefore, that Libya must have a 
guarantee of an increased subvention during bad years, or guaranteed 


access to outside capital, or both, as recommended in the following 
section. 


Financial aid for stabilization and development 


Libya will require financial aid in several forms and our recom- 
mendations are predicated on the assumption that reasonable finan- 
cial aid will be forthcoming. In the first place, Libya will require out- 
side assistance to cover territorial and federal budgetary deficits 
because the taxable capacity is too low to cover even very modest 
standards of government services. Although there is a close interre- 
lation among the various forms of aid, we consider any further dis- 
cussion of assistance to meet budgetary deficits beyond that contained 
in the first section of this Report to be beyond the scope of the Report. 
We are here thinking of additional financial assistance, which is better 
handled outside the budgetary mechanism. It would be designed to 
enable the country to meet seasonal and cyclical needs without undue 
hardship, and to ensure that a program of private and public develop- 
ment is undertaken in order to raise real income and eventually to 
make foreign budgetary assistance unnecessary. In addition to grants- 
in-aid to meet budget deficits, therefore, outside aid must be forth- 
coming for the following purposes: 

(1) To create a fund sufficient to provide assistance during the re- 
curring periods of drought. This fund should be held in foreign exchange 
or in stocks of grain and perhaps other foodstuffs. We feel that it is 
most important that aid should be given on an annual basis until a 
sufficient fund is built up, rather than on an ad hoc basis when the 
emergency arises. It is our view that annual contributions for this 

6 Tt should not be held as a local currency deposit in a bank in Libya; if it is 


not in physical stocks of goods, it must be available for external purchases in 
time of need. 
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purpose should be made to a fund until an equivalent of £1 million 
has been accumulated. It should then be operated as a revolving fund 
to be replenished by proceeds of the sale of grain to the public during 
periods of drought and by contributions from the Government’s budget 
to compensate the fund for relief aid and uncollectible loans. It might 
eventually be converted into a system of crop insurance. 

(2) To help the Government finance public development projects. 
Here, too, the aid should be on an annual basis. Funds used for this 
purpose may not be repayable at all or may be repayable over a very 
long period. A revolving fund, therefore, would not meet Libya’s needs. 
Such aid should be given to the Libyan Government or to a special 
authority set up for this purpose as gifts; any repayments that may 
be received from the projects undertaken should ultimately accrue to 
the Libyan State. 

(3) To assist private development. Undoubtedly, the public de- 
velopment program will create opportunities for private enterprise and, 
thereby, the need for an institution capable of making loans to entre- 
preneurs. Such an institution would make bank loans but would pay 
more attention to the needs of the country and less to narrow con- 
siderations of profit than a private bank could do. It is obvious that 
the limited resources of Libya cannot be developed from the meager 
savings which will be mobilized by commercial and savings banks 
alone. This will be true first of all because such savings will be small, 
as demonstrated earlier in this Report, and, secondly, because in the 
absence of a lender of last resort the banks must follow an extremely 
conservative loan policy and maintain comparatively high reserves. 
Unless there is some institution having outside support, it will be prac- 
tically impossible for entrepreneurs to find medium- or long-term 
money at reasonable rates since no institutions for the making of such 
loans now exist. That such Libyan private or national institutions 
might come into being in the near future seems unlikely. The Libyans 
are so completely lacking in experience in capital organization, tech- 
nical, and management matters that the establishment and growth of 
institutions to perform this function simply will not take place without 
outside initiative and financial aid. We would strongly recommend 
that a bank or corporation be set up and that it be empowered to make 
medium- and long-term loans, take equity participations, and even 
establish new enterprises of its own if necessary. In the case of partici- 
pation in, or ownership of, such new enterprises, the corporation should 
be required to sell its interests as rapidly as private buyers could be 
found. This would free the corporation’s funds for new activities and 
would have the desirable effect of dispersing ownership. In order to 
meet the possibility of fostering and aiding the growth of local credit 
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institutions, the corporation should also be empowered to lend to 
commercial banks and to other credit institutions, e.g., mortgage lend- 
ing institutions and cooperative credit institutions (provided these are 
able to grow up on a sound basis of mutual help by the Libyans them- 
selves). Institutions of this kind have proved very successful in other 
countries, which gives promise that they may be developed into a 
suitable means for making greater credit facilities available to the 
small firm and the small farmer in Libya. The corporation should 
also have authority to take measures to reduce some of the unusual 
risks of lending in Libya; it might at some time in the future act as 
the agent of the Government for such system of loan insurance or 
loan guarantees as may be established. 

Financial aid for the above three purposes could be managed for 
Libya by various means. We are not prepared to recommend whether it 
should be managed by one institution or by two or three separate insti- 
tutions. If the decision is to set up more than one institution, we do feel 
quite strongly that they should have a common Managing Director. In 
any event we would recommend that (a) the Board of Directors should 
include three of the senior technical members of the staff; (b) Board 
members should be selected by name and not by country, with the 
proviso that there must be one national at least from each of the con- 
tributing countries; (c) members should not be responsible to their 
home governments; (d) the Board should be self-perpetuating in that 
it should make its own selection of new members to replace retiring 
members, thus further freeing directors from control by their home 
governments; (e) Libyans should be included on the Board of Directors 
on terms of equality and some means should be found to enable Libya 
to contribute part of the capital funds from her own resources; (f) the 
United Nations or one of the specialized agencies should be repre- 
sented on the Board of Directors or designated as advisors to the 
Board. 

The Libyan economy will be dependent for its prosperity on its 
ability to sell a few primary commodities, such as olive oil, grain, 
almonds, animals, hides and skins, etc., in foreign markets at satis- 
factory prices. It will, therefore, be peculiarly dependent upon eco- 
nomic conditions abroad and especially sensitive to the business cycle. 
Naturally, no institution or institutions will be able to insulate the 
Libyan economy entirely against sharp fluctuations in the receipts of 
the major export industries or from all consequences of drought. Insti- 
tutions such as we have proposed, however, will be able to alleviate 
most of the more serious effects of such events by making it possible 
to carry out fiscal measures for maintaining primary producers thus 
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affected. In the long run they will undoubtedly prove to be a tower 
of strength and should contribute greatly to raising the standard of 
living of the Libyans. By helping to direct the savings and the credit 
resources of the nation as well as foreign capital into new agricultural 
development and new industries, they will be able to stimulate a 
planned diversification of the economy which would be much more 
difficult, or even impossible, if development projects were entirely 
dependent on sporadic loans from outside agencies or governments. 

We recommend that provision should be made for turning the cor- 
poration or corporations over to the Libyan Government at the end 
of, say, 50 years, with the possibility of that Government increasing 
its participation before that time. 


Conclusion 


Without any shadow of doubt, the essentials for instituting a sound 
currency are at hand. Sterling and other exchange sufficient to provide 
a 100 per cent reserve will be forthcoming from the retirement of the 
currencies now circulating in Libya. There will be no difficulty what- 
ever in introducing the new currency and retiring the existing ones 
without the slightest inconvenience or loss to those now holding the 
currencies circulating within the three territories. Adequate aid is 
assured to maintain a sound and healthy economy and thus to pave 
the way for the continuation of sound currency practices. 

We feel compelled, however, to sound a note of caution. First, dur- 
ing our stay in Libya we were often told by Libyans that they want 
a currency that will be good wherever they go. We must point out 
that such a currency is not easily or quickly attainable. A currency 
having international circulation attains this status only through years 
of use and, even then, as the result of the financial capital of the 
nation issuing the currency becoming an international financial center. 
This means that Libyans will have to exchange their currency for the 
currencies of the countries in which they wish to spend it through the 
agency of banks or merchants rather than using Libyan currency notes 
directly for purchases abroad. Second, we would strongly urge that 
the institutions we have recommended be kept entirely free of both 
foreign and domestic political influences. Finally, with proper finan- 
cial and technical assistance from abroad, there is no reason why the 
proposed currency should not be maintained on a sound basis indefi- 
nitely. However, it should be pointed out that a sound Libyan cur- 
rency, irrespective of everything else, depends upon correct policies 
being pursued by the Libyan Government. 


* 
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Supplementary note 


A meeting of experts representing the United Kingdom, France, 
Italy, Egypt, and the United States discussed the proposed new cur- 
rency at a series of sessions from March 14 to June 9, 1951, in which 
the Fund staff members participated. The discussions were based on 
a draft report which differed only in detail from the final version 
reproduced here. The experts made recommendations’ to the Provi- 
sional Libyan Government that closely followed those made by the 
Fund staff members; the principal change was to propose that the 
currency should initially be backed 100 per cent by sterling cover, but 
that the Libyan Currency Authority might, at its discretion and 
with the consent in each case of the competent authorities of the coun- 
tries concerned, invest up to 25 per cent of its reserves in currencies 
other than sterling. It was specified that the currency of redemption 
should be sterling. The Provisional Libyan Government accepted the 
recommendations of the meeting, except that it chose to make the 
monetary unit (which has been named the Libyan pound) equal in 
value to the pound sterling, and to subdivide it into 100 piastres and 
1,000 milligmes. The Provisional Government elected to have Libya 
become a member of the sterling area. 

The external financial assistance to Libya on which the recommenda- 
tions of the Fund staff members were predicated has been assured. 
The necessary subsidies for the governmental budgets will be made 
primarily by the United Kingdom, but France also will make sub- 
stantial contributions. Provision for a stabilization fund to combat 
the effects of the periodic droughts, and for capital to finance economic 
development, is being made through two institutions, the Libyan 
Public Development and Stabilization Agency and the Libyan Finance 
Corporation. The former will build up a stabilization fund and under- 
take development programs, operating with contributions to be made 
by other governments. The latter will extend medium- and long-term 
credit for agricultural, industrial, and commercial projects; it will 
operate with loan capital from other countries rather than with grants. 

The new currency began to circulate in Libya on March 24, 1952. 
The system was established by the passage of a currency law ® by the 


TNot all the recommendations were unanimous. Subsequently, the Egyptian 
representatives dissociated themselves from the recommendations of the other 
representatives. 

8For the corresponding recommendations of the Fund staff members, see 
pages 455-56. 

® Law No. 4, published in the Official Gazette, Vol. 1, No. 1, October 24, 1951, 
as amended by a Royal Decree dated April 3, 1952; both documents are reprinted 
in an English translation in Appendix IV to the report of the UN Mission of 
Technical Assistance to Libya. 
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Provisional Government, which created the Libyan Currency Com- 
mission as the administering body. The Commission consists of a 
Chairman and seven members appointed by the Libyan Government. 
Of these seven, two are Libyans nominated by the Libyan Govern- 
ment, two are British nationals, and the other three are nationals of 
Egypt, France, and Italy, respectively. In the last five cases the 
nominations are made by the respective central banks. The Libyan 
pound is defined as equivalent to 2.488 280 grams of fine gold.?° 


10 For further details of developments since the submission of the Report, see 
United Nations, Second Annual Report of the United Nations Commissioner in 
Iibya and Supplementary Report (General Assembly Official Records, Sixth 
= Supplement No. 17(A/1949) and 17A(A/1949 "add. 1), Paris, 1951 and 











Problems of Trade Indices for Latin 
America 


Earl Hicks and Leonello Boccia * 


PECIAL EFFORTS to produce and to maintain currently good 
indices of the quantum and unit value of trade would be of great 
practical importance for those Latin American countries whose exports 
are not dominated by a single commodity, because knowledge of 
changes in the quantum and unit value of trade is of even more im- 
portance in studying Latin American economic problems than it is 
in studying the problems of either the United States or Europe. Knowl- 
edge of such changes is also of importance to those Latin American 
countries—such as Venezuela, Cuba, and El Salvador—whose exports 
are dominated largely by a single commodity, but for them studies of 
the commodity terms of trade for their principal exports are probably 
of greater usefulness than indices of the average price and average 
quantity of total exports and imports. 


Importance of Trade Index Numbers in Latin America 
Ratio of exports to money supply 


Trade is a more important determinant of the level of economic 
activity in Latin America than it is in the United States or in Europe. 
When ratios of exports to national income in Latin America and in 
the United States and Europe are compared, the differences are found 
to be small (Table 1). But when ratios of exports to money supply 
are compared, the Latin American ratios—with the exception of that 
for Brazil—are found to be considerably above the ratios for the 
United States and the European countries (Table 2) .? 

If the central bank of a country does not attempt to offset the mone- 
tary effects of foreign transactions, exports increase the money supply 


* Mr. Hicks, Chief of the Statistics Division and Editor of International Finan- 
cial Statistics, was formerly with the Division of Monetary Research of the US. 
Treasury and previous to that with the Federal Reserve Bank of Atlanta. 

Mr. Boccia, economist specializing in price and production statistics in the 
Statistics Division, was formerly with the Italian Central Institute of Statistics. 

1 This paper was presented at the Conference on External Trade and Balance 
of Payments Statistics, Panama City, December 3-15, 1951. 

2 The data are necessarily limited to those countries for which satisfactory trade 
and money supply data are available in national currency. The ratios are based 
on data from International Monetary Fund, International Financial Statistics. 


468 





Se tee beet ™ Od 


mm a em we ean ff sa 


ee ee ee ee a ee ee 





PROBLEMS OF TRADE INDICES FOR LATIN AMERICA 469 


Taste 1. Ratio or Exports to NatTioNAL INcoME? 








Latin America Ratio U.S. and Europe Ratio 
JS 25 1S, ee ee rr 13 United States .........ccceceeee 4 
COlOMDID: 2.s6ciws sscccwmecossds 14 CHELONA 6 disc ccd cine vocecccades 11 
IRGNUIN ayers sieraauaie-siorewrae o/NGe oss elle 22 Jc ee eee cere ree 14 
Dominican Republic ........... 37 United Kingdom .............. 20 
Oia ce deseo ero nnwereescecauee 39 Di rere 27 

Netherlands ..............ee005 35 





1 Based on data for various years, 1946 to 1950. 


by an amount equal to or greater than the value of the exports. The 
exporter directly or indirectly sells his proceeds to the central bank 
and receives an equivalent amount in national currency, thus increas- 
ing the money supply. The funds received by the exporter, however, 
are in the form of currency or central bank deposits, either of which 
constitutes reserve money for the commercial banking system. Con- 
sequently, the export not only brings about an increase in the money 


Taste 2. Ratio or Exports To Money Suppty, 1938 anp 1950 











Latin America 1938 1950 U.S. and Europe 1938 1950 
Bren oo shic sees cadens 45 35 United States ......... 10 9 
Colombia ............. 102 80 BYRHOGD 5 ouraeie wancusens 16 34 
Costa Rica ............ 111 95 WRGIANG occ ceccciccscs 18 23 
Ecuador ............- 93 93 Luli eeteecoccrccccee 26 30 
El Salvador ........... 112 116 Netherlands ........... 42 76 
Guatemala ............ 127. 105 Norway ..... -- 53 40 
Honduras ............. 201 196 a — Rese -- 19 21 
MOROO™ 6acsccccccseses 88 67 <n Ty aaa 63 68 
Switzerland ........... 28 36 
P CTU wcccccccccccccsccce 122 128 Turkey Re eae eee 40 36 
Venezuela ...........6 194 247 United Kingdom ...... 34 43 
Unweighted average.. 120 116 Unweighted average.. 32 38 





supply equal to the export, but it increases the ability of the com- 
mercial banking system further to increase the money supply through 
an expansion of its assets and liabilities. Imports have the opposite 
effect * since the importer surrenders national currency to the central 
bank for the purchase of exchange, reducing the money supply by the 
amount of the import and reducing the total of currency or central 
bank deposits available to serve as reserves for the commercial banks. 
Through this channel as well as others, exports and imports affect the 
money supply and, through the money supply, affect economic events. 


8 While the effects of import transactions are opposite to those of exports, they 
are of equal magnitude only in this aggregative sense. See below. 
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From the fact that the ratio of exports to money supply is higher in 
Latin America than in Europe while the ratio of exports to national 
income is not especially different in the two areas, the conclusion can 
be derived that the ratio of national income to money supply (i.e., the 
income velocity of money) is relatively high in Latin America. This 
conclusion was indeed to be expected for a number of reasons. Money 
is one of the forms in which individuals hold wealth, and in underde- 
veloped countries the ratio of wealth to income is low. In those 
countries, the distribution of wealth is more unequal than in developed 
countries, and preferences for money as a form in which to hold wealth 
are probably greater for the poor than for the rich. In some of the 
Latin American countries, moreover, the long-continued inflation must 
have reduced people’s preferences for money as a means of holding 
wealth. 

A relatively large ratio of trade to money supply and a relatively 
high income velocity of money mean, in combination, that the likeli- 
hood of changes in the money supply arising from shifts in trade are 
greater in Latin America than in Europe, and that the repercussions 
of any such changes upon the economy are greater. Hence, trade is a 
more important determinant of economic activity in Latin America, 
and the analysis of changes in trade in terms of changes in quantity 
and changes in average price is especially important. 


Variation of exports 


The exports of Latin American countries are not only larger relative 
to their money economies than are the exports of the United States 
and Europe, but they are more subject to change. For example, dur- 
ing the US. recession of 1938, the value of exports of 10 Latin Ameri- 
can countries dropped 11 per cent below the 1937 level, while that of 
11 European countries fell by only 5 per cent. In 1939, the value of 
Latin American exports was 8 per cent, and that of the European 
countries 4 per cent, below the 1937 level.* 

The fact that the variation in the total value of exports can be 
larger in Latin America constitutes the second reason why trade 
indices are of more importance to the study of Latin American prob- 
lems than they are to the study of economic problems in other coun- 


* The figures are based on unweighted averages of indices of national currency 
export data for all those countries in each group that had no change, or no 
important change, in their exchange rates during the three years, 1937-39. For 
Latin America the 10 countries covered are Brazil, Colombia, Costa Rica, Cuba, 
Dominican Republic, Ecuador, El Salvador, Guatemala, Uruguay, and Venezuela; 
for Europe, the 11 countries are Belgium, "Denmark, Ireland, Finland, Italy, the 
Netherlands, Norway, Portugal, Sweden, Switzerland, and the United Kingdom. 
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tries. The larger the changes in a country’s exports, the more im- 
portant are fluctuations in trade as sources and focal points of its 
economic problems. 


Relative changes of quantity and price 


Not only are the exports of Latin American countries larger rela- 
tive to their money economies and more subject to changes in value 
than are those of European countries, but the differences in the be- 
havior of the quantity and the average price of exports, relative to 
each other, are also greater in Latin America than in Europe. The 
purpose of trade index numbers is to provide measurements whereby 
the effects upon the value of trade of changes in quantities and of 
changes in average prices can be distinguished. The importance of 
making this distinction is clearly greater, the wider the variations in 
quantity and in average price, whether from month to month, from 
year to year, or over longer periods of time. Latin American exports 
are largely foods and other raw materials. For all Latin American 
countries, changes from year to year in average export prices tend to 
be large relative to the average change in quantity of exports; for 
those countries whose exports are agricultural products, changes in 
quantities from month to month also tend to be large relative to 
changes in average prices. 

The tendency for average prices to vary more than average quanti- 
ties from year to year, and for average quantities to vary more than 
average prices from month to month, means that both over very short 
periods and over longer periods the variation of average quantities 
relative to average prices is greater in Latin America than in Europe. 
The extent of the difference on this account is indicated by the ratio 
of the index of quantum to the index of unit value for the few coun- 
tries for which these indices can be calculated (Table 3). 

In 1938, a depression year in the United States, the prices of Latin 
American raw materials fell, and their quantities exported remained 
relatively stable; hence the 1938 ratios for Latin America rose. In 
that year, the prices of Europe’s industrial products remained rela- 
tively stable and the quantities of its exports fell; the European ratios 
therefore declined. In 1950, a boom year in the United States, the 
behavior of the Latin American and European ratios was reversed. 
In both years, however, the Latin American ratios tended to change 
more than those for Europe. 

Only one Latin American country, Brazil, has monthly indices of 
quantum and unit value which make it possible to estimate how 
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much more important seasonal changes in the ratio of quantum to unit 
value are in Latin America than in Europe. The seasonal changes in 
the ratio for Brazil are clearly much greater than those in the ratios 
for European countries. 


Taste 3. Ratio or INDEX oF QUANTUM oF Exports TO INDEX or UNIT VALue 








or Exports 
2nd quarter 8rd quarter 
1988 1989 1950 1950 1950 
(1937 = 100) (1949 = 100) (1950 = 100) 
Latin America 
_.. Seer 148 151 60 86 125 
Ecuador? .......... 115 85 79 eee ales 
Nicaragual ........ 125 133 66 
Europe 
United Kingdom ... 86 82 100 96 98 
Belgium ............ 85 106 119 98 82 
rer ne 97 100 131 86 94 
Switzerland ........ .... ere 119 88 98 





1 The price indices for Ecuador for 1937, 1938, and 1939, the quantum indices for 
Ecuador for all years, and the quantum and unit value indices for Nicaragua were 
computed by the International Monetary Fund. 


Quality of trade data and other data 


For two further reasons that are mainly statistical, trade indices 
are of greater importance to Latin American countries than to many 
other countries. The basic data of Latin American trade statistics are 
probably less reliable than those of the United States and most Euro- 
pean countries. The prevalence of multiple currencies, the importance 
of foreign-owned companies, and numerous special problems, such as 
those of petroleum and bananas, make it difficult for Latin American 
countries to produce statistics on the value of trade that are as accu- 
rate as those of some other countries. Trade indices provide a means 
of testing the accuracy of the value statistics, and a means by which 
some of the important totals can sometimes be improved by substitut- 
ing data from other sources for those parts that are found to be in 
error. If the effects of changes attributable to quantity and those 
attributable to unit value could be distinguished, it is likely that most 
of the principal problems would be definitely associated with the unit 
value index and a more careful study would then be possible of the 
sources of error and of their effects upon the totals. 

Lastly, trade indices are of greater importance for Latin America 
than elsewhere, because for Latin America so few other economic sta- 
tistics are available. Of the twenty Latin American countries, only 
two have national income data extending through 1950, only two have 
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employment indices through 1950, only four have wage indices through 
1950, only five have industrial production indices through 1950, and 
only ten have wholesale price indices through 1950. While Latin 
America is largely agricultural, only one of the twenty countries has 
an agricultural production index through 1950. The estimation of 
national income and the measurement of employment, wages, produc- 
tion, and wholesale prices require the assembly of a large volume of 
current data. To be of maximum usefulness, current figures would 
have to be fitted into time series extending some years back, and this 
would require the more difficult or perhaps impossible assembly of 
very large amounts of data for the past. The data for the construc- 
tion of trade indices, however, are at hand for the current period and 
for many years in the past. The data with which they may be checked, 
and where necessary corrected, are at hand in the trade statistics of 
partner countries. Therefore the calculation of trade indices is a more 
feasible short-run project than the calculation of many other statistical 
series. 


Methodology Appropriate to Latin America 


While trade indices are of greater importance for Latin America 
than for Europe in a study of economic problems, the existing meth- 
odology for their construction is largely European and North Ameri- 
can. The principal purpose of this paper is to examine this meth- 
odology with a view to determining whether it is in all respects suitable 
for use in Latin America. 


Greater importance of export indices 


In European countries import indices are considered to be at least 
as important as export indices, or even more important. In Latin 
America, however, export indices are certainly the more important; in 
choosing an appropriate methodology and allocating effort between 
export and import indices, this fact should be taken into account. 

For measuring movements in the terms of trade of a Latin Ameri- 
can country, a good export index is more important than a good im- 
port index. Owing to the generally high degree of export specializa- 
tion in a Latin American country, the greater variability of raw 
material prices compared with industrial prices, and the lack of any 
necessary relationship between the country’s various export prices, the 
average prices of a Latin American country’s exports can be deter- 
mined only by a measurement specifically designed for that country. 
Sufficient information about the average prices of a Latin American 
country’s imports can often be obtained from the export indices of the 
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United States and the United Kingdom or from the import indices 
of a number of other countries. 

For a study of economic problems in Latin America, the measure- 
ment of the terms of trade, however, is not so important as the meas- 
urement of changes in the quantity and average price of exports. The 
economic consequences of a given change in export prices or in export 
quantities are greater than the consequences of a similar change in 
import prices or import quantities. A change in export prices immedi- 
ately affects profits; therefore, its effects upon investment, its reac- 
tions upon the banking system, and its reactions upon the activity of 
the entire domestic economy are great. Profits are marginal incomes 
received by relatively few people. Hence a small change in export 
prices can produce a large change in the incomes of profits receivers, 
importantly affecting their behavior and necessitating changes in wage 
rates or other adjustments in the economy to redistribute the gain or 
loss through the community. A change in import prices, on the other 
hand, primarily affects real wages and its repercussions upon the ac- 
tivity of the economy are much less. Imports are consumed by a rela- 
tively large number of people, each of whom pays the full price of 
such imports as he consumes. A small change in import prices can- 
not produce a large change in the expenditure or consumption of 
import consumers which would importantly affect their behavior and, 
since the gain or loss resulting from changes in import prices is in the 
first instance widespread, no repercussionary changes are necessary 
to redistribute it. 

For these reasons, the comments on methodology made below are 
limited to export indices, since it is to them that the Latin American 
countries should give most of their attention. 


The Laspeyres and Paasche formulas 


Most of the methodological problems of index numbers are prob- 
lems of weights. Quantum indices of trade are weighted with prices, 
and average price indices are weighted with quantities. Every period 
of time provides a pattern of price and quantity weights that may be 
used for this purpose, and many index number problems arise from 
the choice of the period from which the weights shall be selected. Since 
the weight pattern is likely to be different for each period, two prob- 
lems arise. First, if the same period is used for the pattern of price 
weights and for the pattern of quantity weights, the product of the 
quantum and unit value indices will differ from the index of the value 
of trade. Second, any period chosen for the weights is selected, pre- 
sumably, because of its representativeness, but with the passage of 
time it must become less representative. 
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These problems are common to all index numbers, but the pecu- 
liarity and special advantage of trade index numbers are that all of 
the weight patterns and all of the corresponding value aggregates are 
known. A wholesale price index is made with quantity weights de- 
termined at one period of time by a special survey. Corresponding 
data on quantities are not available for each period, and the value 
aggregate of all goods sold at wholesale is not computed—and if it 
were computed its meaning would be unclear. Hence a wholesale 
price index must usually be a Laspeyres index, i.e., an index with base 
year weights; the effect upon it of the period selected for the weight 
pattern is not immediately apparent; and the corresponding indices 
of quantities sold and of the value of all sales are not available to 
raise the problem of the relationship between the product of the price 
and quantity index and the value index. The materials available for 
trade indices include all these elements and the meaning of the total 
value aggregate (the value of exports or imports) is not only clear, 
but is one of the most important of economic data. Trade index num- 
bers must therefore provide a solution for problems that remain out of 
sight and unsolved in most systems of index numbers. 

Most European countries resolve the first of these problems by cal- 
culating the quantum index with the Laspeyres formula and the unit 
value index with the Paasche formula, i.e., as an index with current 
year weights. Because the product of the Laspeyres quantum index 
and the Paasche unit value index necessarily equals the index of the 
value of trade, this procedure has the additional advantage (which 
for European countries is appreciable) that the unit value index can 
be derived from the quantum index and the index of the value of 
trade. The second of the problems is resolved by shifting the base 
year at five- or ten-year intervals and by linking the new series to 
the old. 

Use of these solutions implies that the weights do not behave in 
such a way as to cause large differences between Paasche and Laspeyres 
indices or large differences between Laspeyres indices calculated with 
the weights of one period and those calculated with the weights of a 
period a year or two earlier or later. If the behavior of the weights 
were such as to cause large differences between Paasche and Laspeyres 
indices, the solution to the first problem would result in a price index 
whose movements from year to year would have very little relation- 
ship to the true price movement from year to year. The Paasche price 
index measures for each year the price of the collection of goods ex- 
ported in that year compared with the base year. If the collection 
changes from year to year, the index can rise from one year to the 
next even though all individual prices fall. The index would there- 
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fore be valueless. If the behavior of the weights were such as to cause 
large differences between Laspeyres quantity indices calculated with 
the weights of one period and those calculated with the weights of a 
period a year or two earlier or later, the use of the second solution 
would result in quantity indices whose calculations could not be de- 
fended against the significantly different calculations that other base 
year choices would have provided. 

Whether differences between Laspeyres and Paasche indices (and 
between Laspeyres indices calculated with different base periods) will 
be large or small depends upon the extent of the correlation between 
changes in the individual p’s and q’s between the base and current year 
(or between the Laspeyres base years) and upon the variances of 
the p’s and q’s. If there is no correlation—either positive or nega- 
tive—between the p’s and q’s, there cannot be any differences be- 
tween these calculations. That is, if there is no systematic relation- 
ship between the changes in the prices of the various commodities 
and the changes in the quantities of those commodities exported, 
then no bias can be introduced by using the weights of the base 
year on the one hand, or the weights of the current year on the other. 
In that case, the extent to which either selection weights some com- 
modities whose quantity has increased more than the average with 
prices that have increased more than the average is exactly offset by 
the weighting of other commodities whose quantity has increased more 
than the average with prices that have increased less than the aver- 
age. If the p’s and q’s are correlated either positively or negatively, 
this offset will not take place and the Paasche and Laspeyres indices 
will differ. There are, however, two situations in which the failure of 
the offset will not matter. If the changes in prices and the changes in 
quantities of the commodities are related in such a way that the 
points when plotted on a scatter diagram would be parallel to either 
the horizontal or the vertical axis, there cannot be any difference be- 
tween the Paasche and Laspeyres calculations. That is, if the per- 
centage changes in all the q’s have been more or less equal, so that the 
pattern of the scatter is parallel to one axis of the diagram, the average 
of the q’s will be the same however they are weighted; and if the per- 
centage changes in all the p’s have been more or less equal, so that the 
pattern of the scatter is parallel to the other axis of the diagram, the 
weights available for the q’s will be the same however they are selected. 

Hence, whether the problems of weights in trade index numbers are 
more serious in Latin America than in Europe depends upon whether 
the correlation of the p’s and q’s and the variance of the p’s and q’s 
are greater. 











a Fm TH Swf ee Es cr CO 








PROBLEMS OF TRADE INDICES FOR LATIN AMERICA 477 


No attempt has been made to measure and: compare the correlation 
of the p’s and q’s in Europe and Latin America, but it seems safe to 
assert that the correlation would be greater for Latin American exports 
than for European exports owing to the small number of commodities 
included in the exports of any Latin American country. For every Latin 
American country the two largest exports account for a substantial pro- 
portion of its trade, and the p’s and q’s of any two commodities are 
necessarily perfectly correlated. 

There are also reasons to expect that the variance of the p’s is 
greater for the exports of Latin American countries than for those of 
European countries. European exports are the product of an indus- 
irial price and wage system; and, owing to their diversification, to the 
size of the home market for most export goods, and to the shiftability 
of labor and resources from the production of one export good to the 
production of another or to the production of goods for home consump- 
tion, changes in world demand for individual European exports work 
themselves out mostly in changes in quantities while relative prices 
remain tied to the common price and wage system. Latin American 
exports, on the other hand, are few in number for any one country; 
the uses to which they are put in consuming countries are highly spe- 
cialized; and production or home consumption cannot easily be in- 
creased or decreased by amounts that are large, compared with ex- 
ports. Changes in world demand for individual Latin American exports 
therefore produce large changes in prices which need have no relation 
to the prices of the other export commodities of the country. 

It is difficult to obtain data for a comparison between the behavior 
of the p’s and q’s of European and of Latin American countries; the 
trade statistics of Italy and Switzerland, and of Brazil and Ecuador, 
however, are available in a form that permits comparison between 
these two samples of Europe and of Latin America. The p’s, q’s, and 
v’s for each of the important exports of Brazil and Ecuador, and for 
several important classes of manufactured exports for Italy and 
Switzerland,® have been expressed as index numbers, with 1938 as 
base for the years 1948, 1949, and 1950; and the data for 1949 and 
1950 have also been expressed as index numbers, with the preceding 
year as the base. The standard deviations of the p’s, q’s, and v’s for 
each country for each year were calculated and adjusted by the ratio 


“__ 100 (Table 4) to eliminate the differences arising from the 
average 





5 For Brazil, the important exports are coffee, cotton, cacao, leather, soft wood, 
carnauba wax, and castor beans; for Ecuador, rice, cacao, coffee, straw hats, ivory 
nuts, and woods; for Italy, textiles, chemicals, machinery other than electric, 
electric machines, and vehicles; for Switzerland, clocks, instruments, silk fabrics, 
cotton fabrics, chemicals, and machinery. 
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different orders of magnitude of the data (primarily to eliminate the 
effects of different degrees of inflation on the p’s and v’s). 

If these countries are representative of their areas and if no bias 
has been introduced by the selection of these years, Table 4 would 
seem to demonstrate that in Latin America the variance of the p’s is 
twice (or more than twice) that in Europe. Whether or not the vari- 
ance of the p’s in Europe is sufficient to cause serious weight prob- 








TasLe 4. StanparD DeviaTIONs oF V’s, Q’s, AND P’s ApJUSTED BY poe X 100 
VERAGE 
Latin America Value Quantity Price Europe Value Quantity Price 
(1938100) (1938=100) 
Ecuador Italy 
ero 66 46 34 ee 55 55 18 
i ere 43 45 39 1949 ...... 69 56 19 
1950 ...... 40 31 64 1950 ...... 56 49 17 
Brazil Switzerland 
1088 o..k0s 65 50 42 Bivesnnds 27 43 22 
1949 ...... 24 31 24 1G8O .csccs 26 34 23 
ae 58 50 41 1950 ...... 27 39 29 
Unweighted Unweighted 
average . 4915 42+8 41412 average . 4817 46+8 2110 
Ecuador Italy 
(1948100) (1948100) 
1949 ...... 34 36 1949 ...... 21 9 14 
(1949=100) (1949=100) 
1950 ...... 42 25 1950 ...... 12 21 6 
Brazil Switzerland 
(1948100) (1948==100) 
1949 ...... 29 38 24 1949 ...... 12 20 14 
(1949=100) (1949=100) 
1950 ...... 26 21 30 1950 ...... 11 13 11 
Unweighted Unweighted 
average . 33 30 28 average. 14 16 9 





lems in European trade indices, their variance in Latin America is so 
much greater that Latin American methodology must make allowance 
for it. 

Given the greater likelihood of correlation between the p’s and q’s 
and the probability of greater variance of the p’s, the methodology 
of trade index number construction suitable for Latin America is in 
several respects different from that used in Europe. 

First, Paasche indices of prices ought not to be used since, for the 
reasons described above, their movements from year to year can be 
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very different from the movements of prices from year to year. That 
this danger is real is evidenced by the Paasche price index of the 
Central Bank of Ecuador. Between 1944 and 1945, the prices of all 
items, except tropical wood, included in the index rose, but the index 
fell. There is no special value in having indices of quantum and of 
price whose product is equal to the value of trade if the indices cannot 
also be good measures of quantum and of price. Furthermore, for 
the Latin American countries there is no appreciable advantage in 
using the Paasche formula in order to be able to derive the unit value 
index from the quantum index and the value of trade index. The num- 
ber of commodities involved is so few that very little economy is 
thereby achieved. Moreover, so many of the problems of trade statis- 
tics lie in declared values that the calculation, tabulation, and study 
of unit values in the form from which a Laspeyres unit value index 
could be made should be a regular practice in all countries. Any prob- 
lems that lie in the values, and hence in the unit values, are in no 
way avoided when the Paasche index of unit values is derived instead 
of calculated. 

Second, other index number formulas that involve the Paasche sys- 
tem should also be avoided. In particular the so-called Fisher “Ideal” 
formula, which is the geometric average of the Laspeyres and Paasche 
formulas, should not be used. The difficulties of correlation of the p’s 
and q’s and of the variance of the p’s that produce the differences 
between Paasche and Laspeyres calculations are in no way solved by 
making a geometric average. 

Third, the Latin American countries should take advantage of the 
fact that the numbers of their export commodities are small, to calcu- 
late backward a few years and continue currently several Laspeyres 
indices of quantity and unit value. As noted above, the difference 
between Laspeyres indices calculated on one base and those calculated 
on a different base a year or two earlier or later can be large in Latin 
America. No method of averaging or linking can indicate satisfac- 
torily how the prices of a country’s exports have changed relative to 
its import prices or to world prices with respect to two very different 
patterns of exports. It is useful to know the answer separately with 
respect to the pattern of trade of every year in which the pattern was 
greatly different. 

Fourth, since the numbers of export commodities of Latin American 
countries are small, those countries should approach the problem of 
the terms of trade differently from the way in which it is approached 
in Europe. For each of the major exports of a country, its commodity 
terms of trade—that is, the export price of each important export rela- 
tive to U.S. prices or to some other measure—can be calculated. These 
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are of great value in themselves. When all, or a sufficient number, 
have been calculated, they can then be combined into an index of the 
terms of trade. This method would amount to postponing the index 
number problem until a later stage of the calculation, with the ad- 
vantage of being better able to see the effects of any particular solu- 
tion to the index number problem. 


Coverage 


A second major problem of trade indices is that of coverage. This 
problem arises from the facts that (1) some of the items that belong 
to the total which the indices are intended to measure cannot be in- 
cluded in the calculation of the index because they cannot be quanti- 
fied separately in terms of p’s and q’s, because they are too numerous 
to make the calculations practical or for other reasons, and that 
(2) the ratio of the value of these omitted items to the total value of 
trade changes from period to period. If the importance of the value 
of the omitted items compared with the total value of exports or im- 
ports changes, and if both the Laspeyres quantum and the Paasche 
price index are independently calculated, it will be evident that one 
or both of the indices are in error, for the product of the two indices 
will be equal to the index of the value of the sample but not to the 
index of the total value of trade. If the quantity index is calculated 
with the Laspeyres formula, and the Paasche price index is derived 
from the ratio of the value of the trade index to the quantity index, the 
two indices will be wrong to a greater degree, for this method will 
attribute to changes in the average price of the uncovered portion 
responsibility for the entire difference between the change in the value 
of the covered and uncovered parts of trade. 

This methodology is unsuited to Latin America. In Latin American 
countries, the variance of the p’s is large and the number of com- 
modities is small. Consequently, it cannot be assumed that the prices 
of items omitted from the index have moved like the average of the 
prices of all the items included in the index, or like the prices of any 
subgroup included in the index. The great changes in coffee and 
cotton prices in recent years should, by themselves, provide sufficient 
evidence that a weighted average of the prices of items included in 
Brazil’s export index could not provide a correct measure of the prices 
of items omitted from the index. 

The solution to this problem for the export indices of Latin Ameri- 
can countries follows from the facts that exports are few in number 
and that almost all Latin American export commodities can be quanti- 
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fied in terms of p and q.® Consequently, Latin American countries 
ought not to have an important coverage problem. The effort and 
expenditure that would be involved in extending the coverage of ex- 
port indices to include essentially all items would not be large, and 
the risk of error in using indices based on less than total coverage— 
in their original form or after adjustment for coverage on the assump- 
tion that the prices of uncovered items move like the average of the 
covered items—can be very large indeed. 


6Certain commodities, like bananas and petroleum, cannot be meaningfully 
quantified in terms of price from the entries in trade statistics. But this is a 
different problem since the difficulty here is that the prices entered in trade sta- 
tistics for these commodities are faulty rather than that the nature of the com- 
modity makes it difficult to know what average price has been entered.. 











The Fund Agreement in the Courts—Il 
Joseph Gold * . 


N ARTICLE on the jurisprudence of various member countries in 
which the Articles of Agreement of the International Monetary 
Fund, or domestic legislation connected with the Agreement, had been 
‘relied on as having some bearing on the issues before the courts was 
published in an earlier issue of this journal.t That story is carried 
forward in the present article, which examines a later group of cases, 
discussed under the headings (1) Privileges and Immunities, (2) Un- 
enforceability of Certain Exchange Contracts, and (3) Capital Con- 
trols. In a concluding section, two Canadian cases dealing with gold 
subsidies are noted. Although they do not involve any direct contact 
with the Fund Agreement, there is an interesting parallel between them 
and the Fund’s practice on gold subsidies. 


Privileges and Immunities 


In the case of International Bank for Reconstruction and Develop- 
ment and International Monetary Fund v. All America Cables and 
Radio, Inc., The Commercial Cable Company, Mackay Radio & Tele- 
graph Company, Inc., RCA Communications, Inc., The Western Union 
Telegraph Company,? a number of points of law connected with the 
Fund Agreement have been extensively argued. In particular, it is the 
first proceeding before a judicial or quasi-judicial tribunal in which 
there has been a detailed consideration of the effects under the domes- 
tic law of a member country of an interpretation adopted by the Ex- 
ecutive Directors of the Fund under Article XVIII of the Fund Agree- 
ment. The novelty and importance of this issue warrant a statement 
of the history of this case to date even though, as noted below, it has 
not yet run its full course. 

The proceeding arose as the result of a complaint filed on June 21, 
1949 by the Bank and Fund with the Federal Communications Com- 


* Mr. Gold, Assistant General Counsel, is a graduate of the Universities of 
London and Harvard, and was formerly a Lecturer in Law in the University of 
London and a member of the British Merchant Shipping Mission, Washington, 
DC. mg is the author of articles in British, American, Canadian, and French law 
journals. 

1Joseph Gold, “The Fund Agreement in the Courts,” Staff Papers, Vol. I, 
pp. 315-33 (April 1951). A French translation has been published in Revue Cri- 
tque de Droit International Privé, Vol. XL (1951), pp. 571-95. 

2F.C.C. Docket No. 9362. 
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mission, a United States regulatory agency. On November 20, 1951, 
the Hearing Examiner delivered his Initial Decision. Final decision 
by the Commission is still pending because exceptions to the Exam- 
iner’s opinion have been filed by the parties. 

The basis of the complaint was that the defendants, the cable com- 
panies, proposed to adopt revised tariffs of cable charges under which 
the Fund and Bank would be required to pay for their official messages 
the full commercial rates applicable to messages sent by private per- 
sons. Formerly, the same rates which had applied to messages sent 
by a foreign government to its territory from the United States had 
been applicable to the messages of the Fund and Bank. In many cases 
these rates were approximately one half of the commercial rates. The 
Fund and Bank contended that the revised tariffs were unlawful, on 
the ground that, as long as special governmental rates were in opera- 
tion, the Fund and Bank were entitled to the same standard of treat- 
ment. At the time of this proceeding, special governmental rates were 
enjoyed, apart from the United States itself, by 35 members of the 
Fund and Bank. The complainants thus requested the Commission 
to prohibit the revised tariffs on the grounds that they were incon- 
sistent with the Articles of Agreement of both the Fund and Bank, 
the (U.S.) Bretton Woods Agreements Act,’ the (U.S.) International 
Organizations Immunities Act,‘ and Section 202(a) of the (US.) 
Communications Act, 1934, as amended.> At the request of the Sec- 
retary of the Treasury, acting in his capacity as Chairman of the 
National Advisory Council on International Monetary and Financial 
Problems (NAC),° the NAC was granted leave to intervene and par- 
ticipate in the proceedings, which the NAC did. In addition, at the 
request of the Hearing Examiner, a member of the legal staff of the 
State Department appeared to give testimony. 

Most of the Initial Decision of the Hearing Examiner deals with 
that part of the complaint of the Fund and Bank which was based 
upon their charters. On this aspect of the case, the Hearing Examiner 
decided in favor of the Fund and Bank. As far as the complaint was 
based on the International Organizations Immunities Act and Section 
202(a) of the Communications Act, 1934, as amended, the Hearing 
Examiner found for the cable companies. However, this did not affect 


359 Stat. 512 (1945). 

459 Stat. 669 (1945). 

548 Stat. 1070 (1934). 

6 The National Advisory Council was established by the Bretton Woods Agree- 
ments Act to coordinate the policies and operations of the United States repre- 
sentatives on the Fund and Bank and of all agencies of the United States Govern- 
ment which make or participate in making foreign loans or which engage in for- 
eign financial, exchange, or monetary transactions. 
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his other findings, with the result, therefore, that the Fund and Bank 
have succeeded, at this stage of the proceeding, in establishing that 
they are entitled to foreign governmental rates. 

It will be useful, before summarizing the Initial Decision of the 
Hearing Examiner, to refer to three provisions of the Fund Agreement 
and an interpretation of one of them which has been adopted by the 
Executive Directors.’ Under Article IX, Section 7, 


The official communications of the Fund shall be accorded by members the 
‘same treatment as the official communications of other members. 


Section 10 of the same Article directs that: 


Each member shall take such action as is necessary in its own territories for 
the purpose of making effective in terms of its own law the principles set 
forth in this Article and shall inform the Fund of the detailed action which 
it has taken.® 


Section 11 of the Bretton Woods Agreements Act has given “full force 
and effect” to Article IX, Section 7, in the United States, its territories, 
and possessions. 


Article XVIII gives the Fund the power to interpret its own 
Articles: 


(a) Any question of interpretation of the provisions of this Agreement 
arising between any member and the Fund or between any members of the 
Fund shall be submitted to the Executive Directors for their decision. .. . 

(b) In any case where the Executive Directors have given a decision under 
(a) above, any member may require that the question be referred to the 
Board of Governors, whose decision shall be final. Pending the result of the 
reference to the Board the Fund may, so far as it deems necessary, act on 
the basis of the decision of the Executive Directors. 


At the request of the NAC, the Executive Director for the United 
States raised certain questions in the Fund with respect to Article IX, 
Section 7, in answer to which the Executive Directors adopted an 
interpretation of that provision under Article XVIII. The gist of the 
interpretation was as follows: ° 

(a) Article IX, Section 7 applies to rates charged for official communications 
of the Fund. 

(b) A member which exercises regulatory powers over the rates charged for 
communications is not discharged of its obligation under the provision because 
the facilities for transmitting communications are privately owned or operated. 


(c) The obligation under the provision is not satisfied if official communica- 
tions of the Fund may be sent only at rates which exceed the rates accorded 


7 For convenience, references are confined to the Fund Agreement, but similar 
— appear in the Articles of Agreement of the International Bank for 

econstruction and Development and a similar interpretation was adopted by the 
Executive Directors of the Bank. These were equally involved in the case under 
discussion. 

8 See also Article XX, Section 2(a). 


® The text of the interpretation was published as Appendix XI to the Fund’s 
Annual Report, 1950. 
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the official communications of other members in comparable situations. For 
example, the obligation of member A is not satisfied if the rate charged the 
Fund for its official communications from the territory of member A to the 
territory of member B exceeds the rate charged member B for its official 
communications from the territory of A to that of B. 
The major aspects of the Hearing Examiner’s Initial Decision may 
be summarized as follows: 


(1) The Articles of Agreement of the Fund and the Bretton Woods 
Agreements Act 


(i) The meaning of “treatment” 


The United States, in accepting the Articles of Agreement of the 
Fund, entered into an executive agreement authorized by Congress, 
with the result that the Articles became the law of the land. Execu- 
tive agreements have a dignity similar to that of treaties, which are 
expressly made the law of the land by clause 2 of Article VI of the 
United States Constitution. Moreover, the Bretton Woods Agree- 
ments Act had expressly made Article IX, Section 7, of the Fund 
Agreement part of the domestic law of the United States. The United 
States was thus clearly bound by Article IX, Section 7, and the prin- 
cipal question, therefore, was whether “treatment” in that provision 
embraced rates or, as was contended by the cable companies, was 
confined to such matters as priorities and freedom from censorship. 

The history of the drafting of Article IX, Section 7, gave no as- 
sistance on this question, although the language of the provision itself 
was broad and general enough to include rates. The Convention on 
Privileges and Immunities of the United Nations and the Convention 
on Privileges and Immunities of the Specialized Agencies had been 
acceded to by a number of countries, although not by the United 
States. These Conventions contained provisions which expressly in- 
cluded rates in the concept of the “treatment” of communications. 
At the very least, this indicated that a substantial number of coun- 
tries regarded the subject of rates as properly comprehended by the 
term “treatment.” 


(ii) The effect of the interpretation 


Any uncertainty on the question in issue was dispelled by the Fund’s 
interpretation under Article XVIII. “This procedure for issuing in- 
terpretations binding member governments does indeed appear novel,” 
said the Hearing Examiner, “but it also appears to point the way 
toward speedy, uniform and final interpretations.” Interpretations 
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under Article XVIII bound the United States because it had accepted 
the Articles of Agreement. Moreover, this had been recognized by 
Congress which, in Section 13 of the Bretton Woods Agreements Act, 
had directed the Governor and Executive Director of the Fund ap- 
pointed by the United States to obtain an interpretation from the 
Fund as to its authority to use its resources for certain purposes, and 
if the Fund interpreted its authority to extend to any of these pur- 
poses, to propose and support an amendment of the Agreement nega- 
tiving such authority. 

The record in this proceeding included two letters from the Depart- 
ment of State signed by the Deputy Legal Adviser. These letters 
declared that the United States was obliged to conform to the provi- 
sions of the Fund Agreement, including the one which related to its 
interpretation. The United States was thus bound to act in ac- 
cordance with the interpretation of Article IX, Section 7. The Hear- 
ing Examiner stated that he had reached his conclusion independently 
of these communications from the Department of State. However, 
the view of the Department was entitled to great weight and consti- 
tuted an additional basis for his conclusion. 


(iii) Formal objections to the interpretation by defendants 


The cable companies advanced three objections to the particular 
interpretation in issue. First, the NAC had exceeded its authority in 
requesting the United States Executive Director to secure the inter- 
pretation. The Hearing Examiner held that the NAC had ample 
authority to make the request. 

Second, the interpretation was ultra vires because the question with 
which it dealt did not arise between members or between any mem- 
ber and the Fund, but between private companies and the Fund. The 
Hearing Examiner held, however, that the meaning of the term “treat- 
ment” concerned all of the members of the Fund. The interpretation 
was expressly requested by the United States Executive Director in 
order to ensure uniformity of understanding among all members. It 
was true that the interpretation would affect private companies, but 
this could not limit the interpretation procedure of Article XVIII. 

Third, the interpretation was not final because it could be appealed 
to the Board of Governors of the Fund. The Hearing Examiner was 
equally unable to accept this contention. The interpretation was 
adopted without a single dissenting vote, and all member governments 
had been formally notified of it. For the United States, the NAC had 
indicated that it had no intention of appealing to the Governors, and 
no other member government had taken any steps to initiate an appeal. 
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(iv) Alleged conflict with International Telecommunications Con- 
vention 


The cable companies argued that the Fund’s interpretation of its 
Articles conflicted with the International Telecommunications Con- 
vention (signed at Atlantic City on October 2, 1947) and the Tele- 
graph Regulations annexed thereto (adopted at the Paris Administra- 
tive Telegraph Conference, 1949). The Convention and Regulations 
provide for priority for “Government telegrams” but declare that they 
shall be charged as ordinary private telegrams. The definition of 
“Government telegrams” includes the telegrams of the United Nations, 
but not of the Fund or Bank or any other Specialized Agencies of the 
United Nations. The defendants thus argued that the earlier treaty, 
the Fund Agreement, had been superseded by the later conventions 
on telecommunications so far as concerned cable rates. 

The Hearing Examiner held that, notwithstanding this conflict, the 
United States was bound to honor its obligations under the Fund 
Agreement as interpreted by the Executive Directors. The parties to 
the two sets of international agreements (Fund and telecommunica- 
tions) were not identical, and the subject matters were in different 
fields. There was no evidence of a specific intent to override or limit 
the privileges or immunities in the Fund’s charter in the subsequent 
international conventions on telecommunications. 


(v) Reciprocity 


American cable companies granted reduced rates to the outbound 
messages of foreign governments where the telegraph authorities in the 
foreign country agreed to a division of the tolls on the basis of reduced 
rates. The Common Carrier Bureau of the FCC had pointed out that 
the cable companies might suffer a loss if they were bound to concede 
reduced rates for Fund cables to any country in which their foreign 
correspondents refused to settle on the basis of the lower tolls. The 
Bureau, though not questioning the binding effect of. the interpreta- 
tion on the United States Government and all its agencies, proposed 
that the cable companies be required to give special rates only where 
their foreign correspondents agreed to settle on that basis and granted 
such rates for messages inbound to the United States. Otherwise, 
argued the Bureau, the United States would be making a unilateral 
grant whereas all members of the Fund should have an equal and 
reciprocal obligation. 

The Hearing Examiner did not agree. If the United States Govern- 
ment had an obligation, it should perform it, at least initially, inde- 
pendently of the compliance of other members. Furthermore, what was 
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involved was not simply an exchange of privileges among a number 


of countries, but also the rights of the Fund as an entity distinct from 
its members. 


(2) International Organizations Immunities Act 


On July 12, 1946, the President of the United States, by Executive 
Order No. 9751, designated the Fund, among other international or- 
ganizations, as an organization entitled to enjoy the privileges and 
immunities provided for by the International Organizations Immuni- 
ties Act. Section 2 of that Act directed that “the treatment of official 
communications, the privileges, exemptions, and immunities to which 
international organizations shall be entitled shall be those accorded 
under similar circumstances to foreign governments.” The Fund relied 
on this provision as a further basis for its claim. 

The Hearing Examiner dealt only briefly with this aspect of the 
Fund’s case. Since the Fund had succeeded on that part of its case 
which was based on the Articles of Agreement, consideration of its 
other contentions had little practical significance. The Hearing Ex- 
aminer conceded that the language of Section 2 of the International 
Organizations Immunities Act was broad enough to embrace rates. 
However, he was unable to reach the conclusion that it did include 


rates mainly because of an expression of opinion by the Department 
of State very soon after the Act was passed that rates were not in- 
tended to be within the scope of the section.’° 


(3) Section 202(a), Communications Act, 1934 


Section 202(a) of the Communications Act, 1934, prohibits the 
making of any unjust or unreasonable discrimination in charges for 
like communication services. The Fund argued that, since the re- 
vised tariffs proposed by the defendants would continue to make re- 
duced rates available to the United Nations, this was discriminatory 
against the Fund. This aspect of the case also was briefly disposed 
of by the Hearing Examiner. His main reason for not accepting the 
Fund’s argument was that the telecommunications conventions al- 
ready referred to appeared to contemplate a difference between the 


rights of the United Nations and the rights of other international 
organizations. 


10 This conclusion of the Hearing Examiner prompted the Department of State 
to apply for leave to intervene in the proceedings. This has been granted, and the 
partment of State has now intervened and taken exception to the Hearing 
Examiner’s conclusion on the International Organizations Immunities Act. 
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There has also been a reference to the privileges and immunities of 
the Fund and Bank in a case instituted by another specialized agency 
of the United Nations, the International Refugee Organization (IRO). 
In International Refugee Organization v. Republic Steamship Cor- 
poration, the IRO brought suit against a Panamanian corporation in 
a federal district court for fraudulent breach of contract, and the 
question in issue was whether the federal courts had jurisdiction to 
entertain the suit. The court of first instance, in deciding that it did 
not have jurisdiction, pointed out that the plaintiff’s references to 
the Fund and Bank were not conclusive, since for them the question 


was specifically settled by Section 10 of the (U.S.) Bretton Woods 
Agreements Act: 


For the purpose of any action which may be brought within the United 
States or its Territories or possessions by or against the Fund or the Bank 
in accordance with the Articles of Agreement of the Fund or the Articles of 
Agreement of the Bank, the Fund or the Bank, as the case may be, shall be 
deemed to be an inhabitant of the Federal judicial district in which its prin- 
cipal office in the United States is located, and any such action at law or in 
equity to which either the Fund or the Bank shall be a party shall be deemed 
to arise under the laws of the United States, and the district courts of the 
United States shall have original jurisdiction of any such action. When either 
the Fund or the Bank is a defendant in any such action, it may, at any time 
before the trial thereof, remove such action from a State court into the district 
court of the United States for the proper district by following the procedure 
for removal of causes otherwise provided by law. 


It may be noted that, on appeal by the IRO, the jurisdiction of the 
federal courts was sustained.’* It was held that since, under Sec- 
tion 2(a) of the (U.S.) International Organizations Immunities Act, . 
Congress had provided that organizations such as the IRO shall “to 
the extent consistent with the instrument creating them, possess the 
capacity .. . (iii) to institute legal proceedings,” this must mean 
that the organizations could go into the courts, and the only courts 
whose doors Congress could open were the federal courts. The court 
quoted with approval a dictum from another case to the effect that: 

The broad purpose of the International Organizations Immunities Act was 
to vitalize the status of international organizations of which the United States 


is a member and to facilitate their activities. A liberal interpretation of the 
Act is in harmony with this purpose. 


_ 192 F. Supp. 674 (US. Dist. Ct., D. Md., 1950). For a decision to the contrary 
involving a suit by the United Nations against the United States, see Balfour, 
Guthrie & Co. Ltd. v. United States, 90 F. Supp. 831 (US. Dist. Ct. N.D., Cal., 
§.D., 1950). There is much interesting comment in this case on the phenomenon 


an international organization suing one of its members in the courts of the 
tter. 


12 189 F. (2) 858 (C.C.A., 4, 1951). 
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Unenforceability of Certain Exchange Contracts 


In the earlier article in Staff Papers, an account was given of the 
Fund’s interpretation under Article XVIII of the first sentence of 
Article VIII, Section 2(b). This latter provision declares that: 

Exchange contracts which involve the currency of any member and which 
are contrary to the exchange control regulations of that member maintained 
or imposed consistently with this Agreement shall be unenforceable in the 
territories of any member. . 

The effect of the interpretation, it was explained, was that judicial 
or administrative authorities in member countries must not lend their 
assistance to the enforcement of exchange contracts falling within the 
provision. They can no longer ignore the exchange control regula- 
tions of other members and give such assistance on the ground that 
the exchange control regulations are against the public policy (ordre 
public) of the forum or because those regulations are part of a law 
which, under the private international law of the forum, does not 
govern the contract or its performance. 

The neglect of Article VIII, Section 2(b), and its interpretation 
which was noted in the earlier article continues to be a feature of 
decided cases. Perutz v. Bohemian Discount Bank in Liquidation * 
may be cited as an example. The plaintiff in that case was the ad- 
ministratrix of the estate of her deceased husband, who had been an 
employee of a Czechoslovak banking corporation, the predecessor of 
the defendant. The husband had been a citizen and resident of Czecho- 
slovakia and had entered into a contract in Prague with his employer 
under which he was entitled to a pension of 6,000 Czechoslovak 
korunas per month payable at the employer’s Prague office. The 
husband left Czechoslovakia in November 1940, became a citizen and 
resident of the United States, and died there on June 12, 1949. Pen- 
sion payments were made up to October 31, 1942. Before his death, 
the husband had obtained an attachment of the defendant’s dollar 
funds in New York, and the present action was to recover the dollar 
equivalent of the korunas due in respect of the period from November 
1, 1942. At all times, including the date when the contract was en- 
tered into, Czechoslovak exchange control regulations prohibited pay- 
ments to nonresidents, in domestic or foreign currency, without the 
license of the exchange control authorities. Korunas had been de- 
posited by the defendant in a blocked account in Czechoslovakia in 
the name of the husband, but withdrawals could not be made unless 
licensed. No license for payments from the account or in any other 
form had been granted. 


18110 N.YS. (2d) 446 (1952). 
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The defendant relied, inter alia, on Article VIII, Section 2(b), of 
the Fund Agreement, the rationale of which was explained in its brief 
as follows: 

... Under the Bretton Woods Agreement these restrictions are recognized. 
These restrictions forbid payment to the plaintiff. We feel that it is not the 
province of our courts to attempt to invalidate such restrictions by ordering 
payments out of the funds of the defendant to the plaintiff... . 

In order to develop trade and commerce between the nations it is vitally 
necessary that foreign countries with a limited amount of dollars be enabled 
to use these dollars for current business, the importations of such goods as 
are deemed essential and the payment of such expenditures as may be neces- 
sary to stimulate their economy. 

The foreign exchange restrictiors are enacted for that purpose. If, however, 
they should be disregarded by our courts it would be impossible for such 
foreign countries to conduct any business with the United States or to main- 
tain any deposits here for the purpose of current trade. The limited amount 
of these dollars could not possibly cover internal obligations in crowns or 
in the currency of whatever the foreign country might be. Any dollars which 
become available to such foreign country or to any of its nationals could 
immediately be attached and taken by creditors whose aggregate credits far 
outnumber the limited dollar resources of said country. This would effectually 
and completely stop any current banking or foreign trade by said country 
or its citizens. 

The New York court of first instance '* dismissed the plaintiff’s 
complaint, but did so for reasons which did not derive from the Fund 
Agreement. It held that the deposit of korunas in the blocked ac- 
count in Czechoslovakia in the husband’s name was a performance 
of the contract in accordance with Czechoslovak law, the law which 
governed the contract since Czechoslovakia was the country in which 
it was made and to be performed. 

On appeal, this decision was reversed and judgment given for the 
plaintiff by a majority of three of the five judges. No reference to 
the Fund Agreement appears in the opinions of either the majority 
or the minority judges. All of the judges held that the payment into 
the blocked account had not constituted performance of the contract. 
It was no more than an acknowledgment of the debt. The majority 
relied upon expert evidence to the effect that under Czechoslovak law, 
including the exchange control regulations, a license would be re- 
quired before a judgment could be executed, but there was nothing 
to prevent a plaintiff from bringing an action and obtaining judgment 
in Czechoslovakia or elsewhere even though a license permitting pay- 
ment had not been granted. Under Czechoslovak law, therefore, and 
under New York law, too, the plaintiff could get a judgment estab- 
lishing the defendant’s liability. It then followed, the majority held, 
that the judgment could be satisfied from the defendant’s New York 
funds which had been attached. There was no reason why execu- 


14 New York Law Journal, February 5, 1951. 
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tion should be stayed until a Czechoslovak license was granted. 
Czechoslovak currency regulations could have no control over funds 
situated in New York. Nor could they affect remedial or procedural 
matters, since these are regulated by the law of the forum. To hold 
otherwise would give “undue” effect to foreign law. 

The two minority judges agreed that the plaintiff could and should 
have judgment, since if the complaint were dismissed this would de- 
feat any subsequent suit in New York, Czechoslovakia, or elsewhere. 
However, the fact that the plaintiff could sue in New York should 
not give her greater rights than she would have enjoyed had she sued 
in Czechoslovakia, the place where the contract was made and to be 
performed. Accordingly, the minority judges, although willing to enter 
judgment for the plaintiff in terms of dollars, the only currency in 
which an American court can award judgment, would, nevertheless, 
have stayed execution until the plaintiff obtained a Czechoslovak 
license. At the same time, the minority would have continued the 
warrant of attachment of the defendant’s funds to the extent of the 
judgment until payment was made.’® 


Capital Controls 


In Catz and Lips v. S.A. Union Versicherung,’* the Fifth Chamber 
of the Civil Tribunal of Antwerp has discussed the problem of the 
international recognition of capital controls. In this case, also, no 
mention was made by the court of Article VIII, Section 2(b). How- 
ever, the court did concern itself with the impact of the Fund Agree- 
ment, and found that another provision in the Articles required the 
recognition of the exchange control regulations of another member of 
the Fund. 

In July 1934, the Union Company of Prague authorized the firm 
of Voorhoeven and Schouten of Amsterdam to enter into certain in- 
surance contracts in the Netherlands on its behalf. Voorhoeven 
entered into such contracts on behalf of Union, but, because of wartime 
circumstances and postwar financial measures, claims of the insured 
under the contracts had not been paid. Some of the contracts were 
entered into by Voorhoeven with the firm of Catz and Lips of Rotter- 
dam as agents for the insured. Catz and Lips gave credit notes to the 
insured for the amounts of their claims against Union. On January 1, 


15 For other New York cases involving the exchange control regulations of 
Czechoslovakia, see Matter of Maria Liebl (106 N.YS. (2d) 705 (1951)) and 
Matter of Theresie Liebl (106 N.YS. (2d) 715 (1951)), (“. . . the situation pre- 
sented to the Court shows that the currency laws are of a nature which the courts 
are traditionally disposed to ignore. . . .”). 

16 Jurisprudence du Port d’Anvers, Vols. 7-8 (1949), p. 321. 
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1948 the insured assigned their rights against Union to Catz and Lips, 
and Voorhoeven executed an acknowledgment of the indebtedness of 
Union to Catz and Lips. Voorhoeven had no funds of Union in their 
possession. Catz and Lips sought, therefore, to attach some funds of 
Union held by an agent of Union in Antwerp. 

The court found that the assignment by the insured to Catz and 
Lips was valid and that Voorhoeven had the authority to sign the 
acknowledgment of indebtedness of Union to Catz and Lips. Never- 
theless, Catz and Lips could not succeed. An agreement of Novem- 
ber 15, 1946 between Czechoslovakia and the Netherlands prohibited 
the transfer of funds from one contracting country to the other when- 
ever the payment was in respect of debts incurred prior to December 
20, 1945, which was the case with the claims of the insured against 
Union. This agreement was concluded, the court said, “in execution” 
of the Fund Agreement, Article VI, Section 3 of which declares that 
“members may exercise such controls as are necessary to regulate inter- 
national capital movements.” 17 Czechoslovakia, Belgium, and the 
Netherlands were all members of the Fund. Catz and Lips in the 
Netherlands would not have been able to obtain direct payment from 
Union in Czechoslovakia.1* They could not secure indirect satisfaction 
by getting an order for the transfer of Union’s funds in Belgium to the 
Netherlands. This would be contrary to the laws of all three 
countries.!° 

The Catz and Lips case may be taken to support the following sug- 
gestion by a leading authority on monetary law: 

A similar duty [i.e., to the duty of members under Article VIII, Section 
2(b) of the Fund Agreement] may flow from treaties even in those cases in 
which they have not been incorporated into the law of England. As has been 
pointed out, the Bretton Woods Agreement does not express or imply a duty 
to establish restrictions of capital transfers, but merely grants the power to 
do so, and in its exercise the United Kingdom has undertaken in a number of 
Agreements to prevent unauthorized capital transfers. Where such an obliga- 
tion exists, is it not for an English court a matter of public policy to ensure 
its implementation, even though the treaty does not form part of English 


law? It is submitted that the answer should be in the affirmative and that 
it is this ground which should lead in many cases to the dismissal of actions 


17 The court also referred to Article XIV, Section 2, as another provision dealing 
with capital ‘transfers, but that provision deals with restrictions on payments and 
transfers for current international transactions. 

18 The court, however, did think that neither the Fund Agreement nor the agree- 
ment between the Netherlands and Czechoslovakia would have prevented a 
creditor from attaching funds belonging to the debtor and located in the country 
of the creditor, “because this attachment cannot entail a transfer from one country 
to another.” (translation) 

19 The note attached to the report of this case states that it was to be appealed. 
It is understood, however, that the case has been settled and the appeal withdrawn. 
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of the type exemplified by Kahler v. Midland Bank Lid., and Frankman v. 
Zivnostenska Banka.2° 


The Catz and Lips case goes even further than this suggestion, since 
it was the court of a third member of the Fund, Belgium, which recog- 
nized the capital controls established by an agreement between two 
other members, Czechoslovakia and the Netherlands.”* 


Gold Subsidies 


Toward the end of 1947, the Canadian Government consulted the 
Fund on a subsidy which it proposed to pay to its gold producers. As 
a result, on December 11, 1947, the Fund issued two statements to its 
members, a general statement of policy on subsidies to gold pro- 
ducers, and a statement. dealing with the particular proposal of the 
Canadian Government. The Canadian plan was later embodied in a 
statute, the Emergency Gold Mining Assistance Act, 1948.2? This Act 
has now been involved in two cases decided by the Manitoba courts, 
San Antonio Gold Mines Ltd. v. Attorney-General for Manitoba and 
Jeep Gold Mines Ltd. v. Attorney-General for Manitoba.”* 

Where a member of the Fund wishes to grant a subsidy to its gold 
producers, the main problem which arises under the Fund Agreement 


is whether the contemplated subsidy is consistent with Article IV, 
Section 2: 


Gold purchases based on par values—The Fund shall prescribe a margin 
above and below par value for transactions in gold by members, and no 
member shall buy gold at a price above par value plus the prescribed margin, 
or sell gold at a price below par value minus the prescribed margin.?4 


Clearly, the payment of a subsidy to gold producers by a government 
which is purchasing the output of those producers may amount to 


20 F, A. Mann, “Money in Public International Law,” British Yearbook of Inter- 
national Law, Vol. 26 (1949), p. 280. The Kahler and Frankman cases are described 
in Staff Papers, Vol. I, pp. 330-33 (April 1951). 

21J¢ may be of interest to note that there was a similar agreement between 
Belgium and Czechoslovakia. 

22 1948 (Can.), c. 15. 

23 (1950) 4 D.L.R. 605, (1951) 3 D.L.R. 45. For a discussion of these cases, see 
Canadian Bar Review, Vol. 29 (1951), pp. 674-80. 

24The margin has been established in Rule F.4 of the Fund’s Rules and 
Regulations: “For transactions in gold by a member, the margin above and below 
par value shall be 4 of 1 per cent exclusive of the following charges: 

(a) The actual or computed cost of converting the gold transferred into good 
delivery bars at the normal center for dealing in gold of either the buying 
member or the member whose currency is exchanged for the gold; 

(b) The actual or computed cost of transporting the gold transferred to the 
normal center for dealing in gold of either the buying member or the 
member whose currency is exchanged for the gold; 


(c) Any charges made by the custodian of the gold transferred for effecting 
the transfer.” 
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the payment of a price in excess of the par value plus the prescribed 
margin. It must be decided, therefore, when a subsidy has this effect 
within the intent of Article IV, Section 2. For the understanding and 
solution of this problem, reference must be made to the history of 
the drafting of the provision at the Bretton Woods Conference.”® 

It is apparent from the documents of the Conference that, in the 
drafting of the provision, there were two main competing proposals 
with respect to subsidies for gold producers. On the one hand, there 
were proposals that the provision should be subject to some form of 
express exception in favor of bonuses for domestic producers. On the 
other hand, there was support for a provision which would incorporate 
no exceptions of any kind. The result was a compromise. No explicit 
exception was made in Article IV, Section 2 for any particular prac- 
tice for the encouragement of gold production. At the same time, how- 
ever, it was recorded in the Committee reports of the Conference that 
the provision did not prevent members from encouraging their gold 
mining industries “by means other than paying a higher price,” *° 
and it was noted further that this “reconciled the different views and 
tendencies.” 2? 

The history of the drafting of Article IV, Section 2, makes it im- 
possible, therefore, to give the word “price” in that provision either 
of two otherwise defensible meanings. But for the legislative history, 
it might have been possible to conclude that the “price” is simply the 
quid pro quo which changes hands in the transaction of purchase and 
sale. “Price” would then mean the pecuniary consideration embodied 
in the contract of purchase and sale. On this view, all subsidies (ex- 
cept the “subsidy” involved in the single payment of a higher con- 
sideration in the contract of purchase and sale), whatever their form, 
would never constitute part of the “price.” Such a view, however, 
would amount to the complete acceptance of one of the competing pro- 
posals which was urged in the drafting of the provision, but which 
was obviously not accepted in full. 

If it had been intended that domestic gold production might be 
encouraged by any form of subsidy, there would be no reasonable 
explanation for the refusal at Bretton Woods to accept the proposal 
that express exception should be made in favor of domestic gold pro- 
duction. Nor would there have been any reason for adopting the 
formula of the Committee report that a member may encourage gold 


25 Proceedings and Documents of the United Nations Monetary and Financial 
Conference (US. Department of State Publication 2866, International Organiza- 
tion and Conference Series I, 3), Documents 32 (p. 54), 192 (p. 232), 224 (p. 287), 
238 p20). 266 (p. 432), 307 (p. 501), 326 (p. 542), 343 (p. 575). 

26 Ibid., Doc. 326 (p. 542). 

27 Ibid., Doc. 343 (p. 575). 
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production by any means other than paying a higher price, or for the 
statement that the language of the provision represents a reconcilia- 
tion of competing views. 

The other view of “price,” which might have been possible but for 
the record of the deliberations of the Conference, is that the drafters 
intended the word to embrace all financial benefits granted to its gold 
producers by a member which purchases their output from them. On 
this view, all forms of subsidy would be part of the “price,” and if the 
result were to increase what the gold producers receive from their 
government beyond the equivalent of US$35 per ounce plus the pre- 
scribed margin, the member would be acting inconsistently with its 
obligation under Article IV, Section 2. However, the records of the 
Conference nowhere state that subsidies are to be invalid as such. It 
is true that there was agreement not to include an express authoriza- 
tion for bonuses, but at the same time care was taken to avoid any 
statement that Article IV, Section 2, prohibits financial aid. The 
formula which was adopted (“encouraging local gold mining by means 
other than paying a higher price for gold”) seems to have been drafted 
with the deliberate intention of avoiding any statement that financial 
aid would necessarily be in violation of Article IV, Section 2. 

The conclusions drawn by the Fund were that the drafters did not 
intend to accept as valid or reject as invalid all forms of subsidy, and 
that, with one exception, abstract or automatic tests could not be 
established to differentiate among subsidies for the purposes of Article 
IV, Section 2. The one exception is that any subsidy which takes the 
form of a uniform payment per unit of gold would be regarded as part 
of the price. Subject to this exception, the Fund must determine, on 
a case to case basis, whether, on a reasonable view of the circumstances 
of each case, a proposed subsidy so resembles “price” that it must be 
considered as part of the “price.” 


These conclusions were incorporated in the general statement of 
policy of December 11, 1947: 


The International Monetary Fund has a responsibility to see that the gold 
policies of its members do not undermine or threaten to undermine exchange 
stability. Consequently every member which proposes to introduce new 
measures to subsidize the production of gold is under obligation to consult 
with the Fund on the specific measures to be introduced. 

Under Article IV, Section 2 of the Articles of Agreement of the Fund 
members are prohibited from buying gold at a price above parity plus the 
prescribed margin. In the view of the Fund, a subsidy in the form of a 
uniform payment per ounce for all or part of the gold produced would 
constitute an increase in price which would not be permissible if the total 
price paid by the member for gold were thereby to become in excess of parity 
plus the prescribed margin. Subsidies involving payments in another form 
may also, depending upon their nature, constitute an increase in price. 

Under Article IV, Section 4(a) each member of the Fund, “undertakes to 
collaborate with the Fund to promote exchange stability, to maintain orderly 
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exchange arrangements with other members, and to avoid competitive ex- 
change alterations.” Subsidies on gold production regardless of their form are 
inconsistent with Article IV, Section 4(a) if they undermine or threaten to 
undermine exchange stability. This would be the case, for example, if sub- 
sidies were to cast widespread doubt on the uniformity of the monetary value 
of gold in all member countries. ; 

Subsidies which do not directly affect exchange stability may, nevertheless, 
contribute directly or indirectly to monetary instability in other countries 
and hence be of concern to the Fund. f : 

A determination by the Fund that a proposed subsidy is not inconsistent 
with the foregoing principles will depend upon the circumstances in each 
case. Moreover, the Fund may find that subsidies which are justified at any 
one time may, because of changing conditions and thanging effects, later 
prove to be inconsistent with the foregoing ——. In order to carry out 
its objectives, the Fund will continue to study, and to review with its mem- 
bers, their gold policies and any proposed changes, to determine if they are 
consonant with the provisions of the Fund Agreement and conducive to a 
sound international policy regarding gold. 

The subsidy which the Canadian Government proposed to pay and 
which was subsequently elaborated and enacted in the Emergency 
Gold Mining Assistance Act took the following form: Assistance 
would be given for a period of three years beginning on December 1, 
1947, provided that in any year the production of gold was not less 
than 70 per cent of the value of the total output of the mine. For each 
mine, the size of the subsidy would be determined by taking half the 
amount by which current production costs exceeded $18 per fine ounce. 
For example, if costs were $28, the subsidy would be $5, i.e., half of 
$10. This sum would be paid only in respect of production in excess of 
two thirds of the output during a base year which ended on June 30, 
1947. New mines would be paid a subsidy on their entire produc- 
tion for the first year, and for the subsequent two years on the amount 
by which current production exceeded two thirds of the output during 
the first year. 

It will be observed that this plan did not involve the payment of a 
fixed amount for each additional unit of production. Variable amounts 
were to be paid, were to help meet the increased costs of production, 
and were to be dependent on the actual costs incurred by each mine. 
The Fund’s views on this proposal were expressed in the following 
statement: 

The Canadian Government has consulted with the Fund regarding its 
proposed gold production subsidy and has today made an announcement on 
this subject. The Fund has examined the present Canadian proposal in the 
light of its own general statement of policy published today. The Fund has 
determined that in the present circumstances the proposed Canadian action 
is not inconsistent with the policy stated by the Fund. 

The issue in the two Canadian cases was whether the plaintiffs, 
operators of certain gold mines, were liable to pay royalty tax under 
the Manitoba Royalty and Tax Act ?* in respect of the subsidy received 
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by them under the Emergency Gold Mining Assistance Act. The 
royalty tax was payable on “the income derived from the operation 
of the mine,” and “income” was defined as “net profit derived ... 
from mining operations.” “Net profit” was to be ascertained by de- 
ducting certain specified expenses, payments, and allowances from 
“the gross revenue from the output of the mine.” The problem, there- 
fore, was whether the subsidy paid by the Dominion Government was 
part of the “income” of the plaintiffs for the purposes of the Provincial 
statute. The problem of “income” was not the same as the Fund’s 
problem of. “price,” but there is nevertheless a certain similarity be- 
tween them, which extends, moreover, to the solutions adopted. The 
Manitoba King’s Bench and Court of Appeals held that the subsidy 
was not “income.” Canada’s adherence to a fixed price for gold and 
the increased cost of production had made it necessary to give aid to 
gold mines in order to enable them to remain in operation. The sub- 
sidy was not paid in respect of all gold produced in Canada. More- 
over, it was paid after production, in relation to the costs of produc- 
tion, and for the purpose of overcoming operational deficits. Thus, 
although the subsidy might be income derived “as a result” of the 
operation of the mine, it was not “income derived from the operation 
of the mine” within the meaning of the Manitoba royalty tax statute. 
The decision of these cases did not involve any discussion of the 
Fund Agreement or the Fund’s stateme: s on gold subsidies. It ap- 
pears that an attempt was made on behalf of the Attorney-General 
for Manitoba to base an argument on the Fund’s statements. How- 
ever, the only reference to them in the judgments is the following para- 
graph in the opinion of the Chief Justice of the King’s Bench: ”° 
At the opening of the trial Mr. Allen tendered in evidence the Annual 
Report of the International Monetary Fund, April 30, 1948, pp. 79, 80, and 81. 
These were two appendices: VI—Statement on Gold Subsidies communicated 
to all members, and VII—Fund’s Statement on the Canadian Government’s 
proposed gold production subsidy communicated to all members. Mr. Haskin 
objected to the admissibility of these and it was arranged that these parts 
of the document should be admitted subject to his objection. Mr. Allen did 
not refer to them in his argument. I am satisfied they were not admissible 
and have disregarded them. 
Presumably, the reason for this view is the strictness of the English 
rules, followed in Canada, excluding extrinsic aids in the interpretation 
of statutes.°° 
April 3, 1952 


29 (1950) 4 D.L.R. at p. 609. 

80See Maxwell, The connotation of Statutes (9th ed., Loge ory pp. 
27-30, and Gosselin v. R. (1903) 33 S.C.R. 255, 7 C.C.C. 139. ‘See also F. A Mann, 
“The Interpretation of Uniform Statutes,” Law Quarterly Review, Vol. eo (1946); 
pp. 278-91 for a discussion of the effects of the English rules on the interpreta- 
tion by national courts of statutes enacting multilateral treaties. 























